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As further discussed in the detailed comments that follow, Genworth urges the Agencies
(defined below) to make the following changes to the Agencies’ Proposal:

¢ Adopt a definition of Qualified Residential Mortgage (“QRM”) that includes prudently
underwritten loans made to creditworthy borrowers with loan to value ratios (“LTVs”) up
to 95% (and, in the case of loans with LTVs above 80%, that have private mortgage
insurance coverage).’

¢ Require mortgage insurers to underwrite insured QRMs in order to satisfy the QRM
definition, and mandate sufficient mortgage insurance coverage to provide loss
protection equivalent to a 20% down payment.

o Ensure that all forms of risk retention are meaningful so as to incent the origination of
well underwritten loans, and include private mortgage insurance as a permitted form of
risk retention.

The Agencies’ Proposal of a narrowly defined QRM coupled with permissive risk retention
requirements is unlikely to accomplish the important objective of restoring investor confidence in
residential mortgage securitizations. If adopted, the Agencies’ Proposal could prolong the
ongoing housing market slow down, crowd private capital out of housing finance, drive up
housing costs — especially for traditionally underserved borrowers -- and concentrate mortgage
lending within a handful of large financial institutions. In our comments, Genworth will provide
extensive and detailed data, including independent third party analyses, that will enable the
Agencies to evaluate our recommendations and validate our conclusions.

Overview of Issues and Recommendations.

Section 941 (Regulation of Credit Risk Retention).

Section 941 (Regulation of Credit Risk Retention) of the Act amends the Securities Exchange
Act of 1934 to require that securitizers retain an economic interest in a portion (generally, 5%) of
the credit risk (“risk retention”) for securitized assets (including residential and commercial
mortgages, automobile loans, credit card receivables and other similar financial assets).

Section 941 directs each of the regulators to whom this letter is addressed (the “Agencies”) to
jointly prescribe regulations regarding risk retention for residential mortgages that are
securitized. Recognizing that, for decades, a significant segment of residential mortgage
lending has been underwritten prudently and has benefited from stable and efficient secondary
market financing, Congress also provided for an exemption from risk retention for QRMs.* The
QRM exemption was designed to facilitate a residential mortgage market that is driven by the
origination and securitization of prudently underwritten, sustainable mortgage loans with
traditional terms and features: loans with a longstanding history of performing well across
economic cycles that will afford a diverse population of creditworthy borrowers access to
homeownership. The objective of risk retention, including the exemption for QRMs, was clear:
to impose market discipline by requiring the originator or securitizer to retain meaningful
exposure to potential losses, or “skin in the game,” for higher risk mortgages, and to incent the

® Analysis of historical loan level performance data supports a definition of QRM that includes loans with LTVs up to 97% -- loans
that traditionally have enabled sustainable home ownership, especially for low and moderate income borrowers and first time home
buyers. The performance data is included in Exhibit A — Analysis of CorelLogic Servicing Database Loan Level Data.

* “ID]one properly, securitization provides significant economic benefits. It deepens the pool of capital available for lending, making
credit more available and less expensive. It spreads risk more widely through the financial system, making the system more stable.
Policymakers and regulators are thus rightly focused on fixing securitization’s flaws.” Mark Zandi and Cristian deRitis, Reworking
Risk Retention, Moody’s Analytics, June 20, 2011.



securitization of prudently underwritten, sustainable residential mortgages that do not warrant
any new risk retention requirement.’> Properly designed and implemented, risk retention and the
QRM exemption would ensure that creditworthy borrowers have access to safe and sustainable
mortgages offered on competitive terms by a broad array of mortgage lenders, and will impose
significant economic consequences on riskier lending practices. Congress understood that an
inclusive definition of prudent and sustainable QRMs coupled with significant risk retention
requirements for other, riskier loans would create a lasting foundation for a strong and stable
housing market.®

It is generally recognized that the 2008 financial crisis was sparked by the collapse of a housing
bubble that had developed in the years preceding the meltdown. For decades, a secondary
market for residential mortgages (the “originate to distribute” model) had facilitated the
production of low risk, affordable mortgages with sustainable, standardized terms.” Beginning
around 2004, a confluence of factors, including low interest rates, excess liquidity and home
price increases that greatly outpaced growth in income led to the growth of risky, exotic
mortgage loans (including interest only, negative amortization and payment option adjustable
rate mortgages), and to weakened underwriting standards (exacerbated by the frequent failure
to adhere to even those weaker standards) and reliance on expectations of home price
appreciation to qualify a borrower for a mortgage. The proven model for responsible low down
payment lending (requiring some borrower down payment and obtaining mortgage insurance to
mitigate the risk of default) gave way to high-risk, simultaneous second liens (“piggyback
seconds”). The introduction of automated underwriting systems meant that many loans were
approved based on opaque models with unclear (and constantly changing) risk parameters, and
the growth of low and no documentation loans meant that there was no process to verify
borrowers’ income or assets. The fundamental building blocks of traditional mortgage
underwriting -- a thorough assessment of a borrower’s credit history, capacity to meet his or her
obligations and the collateral for the loan -- largely were ignored. 2

Qualified Residential Mortgage Exemption.
Legislative language. The Act calls for QRMs to be prudently underwritten, sustainable

mortgages with underwriting and product features that “historical loan performance data indicate
result in a lower risk of default.” In other words, QRMs are meant to be loans that are

s “[lIn circumstances where the assets collateralizing the ABS meet underwriting and other standards that should ensure the assets

pose low credit risk, the statute provides or permits an exemption.” Credit Risk Retention, 76 Fed. Reg. 24090 (Apr. 29, 2011).
See, also, 15 U.8.C. 780-11(c)(1)(B)(ii), (€)(1) - (2).

6 According to Senator Johnny Isakson, one of the original sponsors of the QRM provision, the only risk retention that will be
required is when someone is making a bad loan. The amendment embodies the principle that underwriting, not risk retention, is the
cure-all to good lending. 12 Cong. Rec. S3576 (May 12, 2010). Senator Mark Warner, also a sponsor, explained that, although
“skin in the game” is important, more important is the underlying quality of the mortgage. Senator Warner added that the
amendment remains true to the legislation’s intent to ensure that the mortgage securitization process requires mortgage originators
to have a financial stake (lbid.).

7 See, e.g., Financial Crisis, Inquiry Commission, The Financial Crisis Inquiry Report: Final Report of the National Commission on
the Causes of the Financial and Economic Crisis in the United States, January, 2011. “For decades, a version of the originate-to-
distribute model produced safe mortgages. Fannie and Freddie had been buying prime, conforming mortgages since the 1970s,
grotected by strict underwriting standards.” (p. 89).

See, e.g., Patricia McCoy, et al., Systemic Risk Through Securitization: The Result of Deregulation and Regulatory Failure, 41
Conn. L. Rev. 493 (2009). “The expansion of lending without risk controls ... increased prices unsustainably and promoted loans
that could not be repaid. Eventually, lenders believed their ability to assess risk of loans was so good that they created ever more
complicated mortgage instruments with different and complicated metrics of default risk pricing. The result was the nontraditional
lending instruments of the past decade such as option ARMs, interest-only ARMs, and no-documentation loans.” (p. 503). See,
also, Financial Crisis, Inquiry Commission, The Financial Crisis Inquiry Report: Final Report of the National Commission on the
Causes of the Financial and Economic Crisis in the United States, January, 2011. “The Commission concludes that there was
untrammeled growth in risky mortgages. Unsustainable, toxic loans polluted the financial system and fueled the housing bubble.”

p. 101).

g Dodd-Frank Wall Street Reform and Consumer Protection Act. Pub. L. No. 111-203, 124 Stat. 1376, 1894 (2010).
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Limiting QRMs to high down payment borrowers will have a disproportionately adverse impact
on low-to-moderate income, minority and first-time home buyers." A combination of higher
down payment and income requirements (plus tighter credit standards) will mean that many
creditworthy, underserved borrowers will be denied access to prudently underwritten and
sustainable conventional loans -- loans that “they would have qualified for in the 1990s before
the boom and bust (emphasis added).”® The irony of a narrow QRM is that borrowers most in
need of statutory and regulatory protection from unfair lending practices will be shut out of the
safe and sound QRM market. Borrowers could end up with higher-cost, riskier loans that they
will be ill suited to handle over the long term."’

A narrow QRM also distorts securitizer incentives in ways that may actually encourage the
origination of riskier loans. The Agencies’ Proposal limits the QRM exemption to loans that are
virtually riskless, and imposes risk retention on the significant portion of the market that is
comprised of prudently underwritten, sustainable loans with reasonable and predictable risk. As
a practical matter, a “one size fits all” approach that broadly applies risk retention and fails to
differentiate among loans with a wide range of risk characteristics could minimize the incentive
to originate high quality mortgages.

Genworth’s Proposed QRM.™

Historical loan performance data demonstrate that QRMs can be defined far more inclusively
than the Agencies are proposing while still performing at acceptable levels. Genworth thus
urges the Agencies to revise the definition of QRMs to include loans with LTVs of up to 95%
(provided that loans with LTVs above 80% have private mortgage insurance (or other
comparable insurance or credit enhancement)) and back-end DTls of up to 45% (the “Genworth
Proposed QRM” or “Genworth Proposal’).” The Genworth Proposal would increase materially
the number of borrowers who would have access to a QRM, expand the reach of QRM to a
greater percentage of low to moderate income, minority and first-time home buyers, and still
result in loans that would perform well under even the most conservative benchmark of
performance.?® Said differently, the Agency QRM (and the Agency Alternative QRM) will
substantially reduce the availability of mortgage credit, suppress the opportunity for
homeownership and impede the return of a strong and stable housing market, with only
inconsequential improvements in loan performance. This is, quite simply, bad policy.?'

QRM Performance.?

'® per the State of the Nation’s Housing: 2011, minorities will account for 70% of net new households in 2010 — 2012. The Joint
%enter for Housing Studies of Harvard University, State of the Nation’s Housing: 2011, p. 4.

Ibid., p.2.
v Moody’s Analytics estimates that the interest rate for non-QRM loans will rise by 75 — 100 basis points. See Mark Zandi and
Cristian deRitis, Reworking Risk Retention, Moody’s Analytics, June 20, 2011, p. 2.
'8 The discussion set forth in this section responds to Questions 106, 114, 120, 121 and 123 of the Agencies’ Proposal.
" The Agencies’ Proposal includes a front-end DTI (the ratio of monthly mortgage payments to monthly gross income) and a back-
end DTI (the ratio of total monthly scheduled debt to monthly gross income). Genworth is not recommending that a front-end DTI
requirement be included in the definition of a QRM. However, should the Agencies determine that a front-end DTl is necessary,
Genworth recommends that it be set at a level that that corresponds to a 45% back-end DTI. As a general rule, front-end DTls are
tgpically six percentage points less than comparable back-end DTls.
® Based on analysis of approximately 44 million loans originated from 2001 - 2008 with an aggregate principle amount of
approximately $8.8 trillion included in the CoreLogic Servicing Database.
2 Analysis of historical loan level performance data supports a definition of QRM that includes loans with LTVs up to 97% -- loans
that traditionally have enabled sustainable home ownership, especially for low and moderate income borrowers and first time home
buyers. The performance data is included in Exhibit A — Analysis of CoreLogic Servicing Database Loan Level Data.
2 The discussion set forth in this section responds to Questions 106, 114, 120, 121 and 123 of the Agencies’ Proposal.
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order to determine the impact of the amount of a down payment on loan performance relative to
other loan features. 2’ The regression analysis rank orders the relative impact of eight loan
features on the probability that a loan will default. As shown in the table below, the loan terms
with the greatest impact on performance are related to loan amortization (whether a loan is an
interest only loan or a negative amortization loan). Interest only loans and negative amortization
loans are 3.8 times and 3.7 times more likely to default, respectively, than fully amortizing loans.
The amount of the down payment (evaluated in 1% increments) is only the sixth most significant
variable. A 1% decrease in the amount of a down payment makes a loan only 1.04 times more
likely to default. The regression analysis shows that weak underwriting criteria and risky loan
terms — NOT down payment — are the primary features that drive loan defaults.

Relative Relative
Probability Impact on
Loan Feature Of Default Default
Interest Only 3.83 1
Negative Amortization 3.71 2
Low/No Documentation 1.44 3
Piggyback Second 1.32 4
5/1 and less ARMs 1.18 5
Down Payment* 1.04 6
FICO Score* 1.01 7
Loan Term* 1.01 7

* Down payment, FICO score and loan term are continuous variables that were measured in 1%, one
y
point and one year increments, respectively.

QRM Market Reach. %

The Agency QRM and the Agency Alternative QRM will deny a significant portion of potential
home buyers access to prudent and sustainable mortgages. The Genworth Proposed QRM will
perform well and will significantly expand the availability of QRMs.?

e On average, only 17% of loans originated from 2001 — 2010 would have satisfied the
Agency QRM definition and only 23% of those originations would have satisfied the
Agency Alternative QRM definition.

o Looking only at 2009 and 2010, two years in which credit standards were the highest
they have been in decades, the Agency QRM would have accounted for only 30% of
originations.

e In contrast, 25% of 2001 — 2010 originations (43% looking at only 2009 and 2010) would
have qualified as a Genworth Proposed QRM.

While the recent financial crisis demonstrated that overly lenient underwriting standards can
result in some borrowers obtaining mortgages that are not sustainable, overly stringent
standards are now being blamed for denying creditworthy borrowers access to mortgages and

z Logistic regression is a statistical methodology that is used to predict a probable outcome (in this instance, whether a loan will
default) in light of a set of variables (interest only, negative amortization, low or no documentation, existence of a piggyback second,
down payment amount, 5/1 and less ARM, FICO score and loan term).

% The discussion set forth in this section responds to Questions 106, 108 and 110 of the Agencies’ Proposal.

® Market shares calculated based on data for approximately 50 million loans originated from 2001 — 2010 included in the CorelLogic
Servicing Database.






The market impact of the Agency QRM and the Agency Alternative QRM is even more harmful
when one looks specifically at which borrowers will be excluded from QRMs. The Agencies’
QRM proposals will adversely impact traditionally underserved markets and first-time home
buyers. In 2010, approximately 86% of first-time home buyers would have been excluded by
the 20% down payment requirement, and approximately 70% would have been excluded even if
the down payment requirement was reduced to 10%. Approximately 56% of first time home
buyers purchased their homes with a down payment of 5% or less. Median down payments in
2010 were 8%, with first time home buyers averaging a 4% down payment.*2

A Narrow QRM will Force All Low Down Payment Lending to the FHA.*

The narrow approach for QRM taken by the Agencies, together with the exemption from risk
retention provided in the Act for the FHA and the recognition of the GSE guarantee as risk
retention, will force virtually all low down payment lending to the FHA (or, for the foreseeable
future, to the GSEs). Borrower costs will be increased and borrower choice will be limited,
private capital will be driven out of housing, and the role of the government — and the ultimate
financial risk to taxpayers — will be expanded.

Under the Agencies’ Proposal, the only way for a low down payment borrower to secure a loan,
regardless of that borrower’s credit history or capacity to repay his or her loan, will be via FHA,
the GSEs (but only for so long as their guarantee is a permissible form of risk retention), or
through a higher cost non-QRM that is subject to risk retention.* That is a poor outcome for
borrowers, for housing markets and for taxpayers.

In many cases today, the cost to a borrower of an FHA loan exceeds the cost of a loan with
private mortgage insurance. For example, a borrower purchasing a $250,000 home with a 10%
down payment would pay thousands of dollars more (over the typical life of a mortgage loan) for
a loan with FHA insurance than for a comparable loan with private mortgage insurance.® But if
low down payment loans are excluded from the definition of QRM, once the treatment of the
GSE guarantee as risk retention expires, there will no longer be a lower cost private mortgage
insurance option for that borrower because loans with private mortgage insurance will have to
bear the cost of risk retention — even loans to high quality, low risk borrowers. Loans with
private mortgage insurance will be saddled with unnecessary costs that could drive virtually all
low down payment lending to the FHA. This paradigm runs the risk of driving private mortgage
insurers (and the capital they invest in housing finance) from the market, leaving borrowers with
less choice and higher costs, and burdening taxpayers with more housing market risk. This
outcome would flout the Administration’s stated goals of decreasing the role of the Government
in housing finance and returning to a market that is primarily capitalized by private sector
investment. In their joint paper on reforming U.S. housing finance released in February 2011,
The Department of the Treasury and the U.S. Department of Housing and Urban Development
laid out a plan under which private markets “will be the primary source of mortgage credit and

*2 National Association of Realtors, Profile of Home Buyers and Sellers 2010, p. 71.

* The discussion set forth in this section responds to Questions 79, 106, 120 and 162.

i Moody’s Analytics estimates that the interest rate for non-QRM loans will rise by 75 — 100 basis points. See Mark Zandi and
Cristian deRitis, Reworking Risk Retention, Moody’s Analytics, June 20, 2011.

* Assumes property purchase price of $250,000, base note rate of 5% (5.375% if the loan is sold to a GSE and subject to their
current loan-level pricing), and borrower FICO score of 680, resulting in monthly payment of $1947 for a loan with FHA insurance
versus a monthly payment of $1897 for a loan with private mortgage insurance sold to a GSE. Also assumes borrower remains in
the home for at least four years.
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significantly mitigates the risk that a loan will become seriously delinquent and go into default.
The data makes it clear: with proper underwriting and mortgage insurance, low down payment
lending can be done without exposing the borrower, lender or investor to excessive risk.

As a follow up to the Ml Impact Analysis, at Genworth’s request, Promontory undertook a study
assessing the performance of mortgage loans originated from 2003 to 2007 with piggyback
seconds to the performance of Insured Loans. Promontory examined over 5.6 million mortgage
loans included in the CorelLogic Servicing Database with CLTVs above 80%, studying both the
presence and timing of delinquencies. Promontory assessed the relative performance of Insured
Loans and loans with piggyback seconds over time, controlling for loan characteristics that are
indicators of the risk of delinquency, including documentation level, loan purpose, owner-
occupied status, CLTV and FICO score. They also included local unemployment rates, market
interest rates and home price indices, factors Promontory believes significantly explain borrower
propensity to default. After controlling for this extensive set of factors, Promontory found that
loans with mortgage insurance consistently experience lower severe delinquency rates
(ever 90 days past due) than comparable uninsured loans with piggyback seconds. (The
complete Promontory study is included as Exhibit C.)

The statistical methodology Promontory employed (described below) enabled them to quantify
the extent that mortgage insurance acts as a proxy for unobserved aspects of the mortgage
underwriting process (effectively, the impact of mortgage insurance acting as an independent
risk underwriter), which serves to lower default risk for observed characteristics (such as
documentation levels and CLTVs).*

To conduct its study, Promontory first analyzed the loan level data to identify differences in
severe delinquency rates between the two loan types based on loan attributes (origination year,
FICO score, CLTV and loan purpose (purchase or refinance) (a “tabular analysis”) and by
studying vintage curves (which examine performance over time for loans originated in a given
year). The tabular and vintage analyses were both “strongly suggestive” of differing
performance between Insured Loans and loans with piggyback seconds. However, Promontory
determined that it was important to control for other risk factors in order to draw any meaningful
conclusions from the data. To do so, they applied a statistical method of survival modeling to
control for risk factors that could impact loan performance and to account for the impact of time
on such factors.*® The survival analysis focuses on the risk of default.

The tabular analysis of loan level data shows that:

o For all loans in the data set, Insured Loans had 33% lower severe delinquency rates.

e Insured Loans outperformed uninsured loans with piggyback seconds by over 30% in all
FICO score buckets — and by over 50% for loans with FICO scores above 700.

e Insured loans performed better in all CLTV buckets. Insured Loans with 90% CLTVs
outperformed 90% CLTV uninsured loans with piggybacks by 42%.

o Insured Loans performed better regardless of loan purpose — purchase Insured Loans
performed 25% better and refinance Insured Loans performed 50% better.

*® |n fact, the Promontory results may understate the positive impact of mortgage insurance, because it is impossible to account for
the likelihood that lenders submit higher quality loans when those loans will require mortgage insurance in order to comply with
mortgage insurance credit standards.

* The statistical methods of survival analysis (also called life-table analysis or failure-time analysis) have been developed to analyze
the time-to-occurrence of an event as well as the fact of its occurrence. For example, survival analysis has been employed to study
the time-to-failure of machine components, time-to-death of patients in a clinical trial, and the duration of unemployment spells of
workers. As fully discussed in their study, Promontory used survival analysis to model the “lifetimes” of mortgages. Because there
are two “events” that may end the lifetime of a mortgage (default or payoff), and because either of those events may impact the
probability of observing the other, Promontory used a “competing risks” survival analysis.
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of the outstanding loan amount (plus certain foreclosure-related expenses) of a defaulted loan.*
By its nature, private mortgage insurance reduces the amount (“severity”) of losses suffered by
an investor when a mortgage default results in a loss, because the mortgage insurer assumes
the “first-loss” position on the loan. (Since the housing crisis began in 2007, mortgage insurers
have paid over $24 billion in claims to investors.) That is precisely why requiring mortgage
insurance on low down payment loans, especially when the mortgage insurance decision is
made at the time a loan is originated, absolutely satisfies the policy objective of having “skin in
the game.” Mortgage insurance is, in many respects, the functional equivalent of “horizontal”
risk retention over the life of a loan. For a quantitative analysis of the extent to which mortgage
insurance reduces loss severity, see “The Agencies Should Require Deep Mortgage Insurance
Coverage, Obtained at the Time a Loan is Originated,” below.

Mortgage Insurance Should be Included in QRM Because it Improves Cure Rates. When a loan
goes to foreclosure, the private mortgage insurer is responsible for paying a claim. As a result,
mortgage insurers have a clear financial incentive to work to keep borrowers in their homes.
The impact of this incentive is seen in the data on mortgage insurance cure rates. The Ml
Impact Analysis shows that Insured Loans cure 54% more often than comparable loans with
piggyback seconds.

This marked performance differential is not surprising. In the years leading up to the housing
crisis, piggyback seconds were often used as a way to avoid the credit enhancement
requirement contained in the statutory charters of Fannie Mae and Freddie Mac (the “GSEs”). A
loan with a CLTV above 80% was originated as two separate loans: a first lien mortgage with
an LTV no greater than 80% and a simultaneously originated second lien for an amount that
typically brought the CLTV to 90% or greater. The first lien was generally sold to a GSE or
other investor and characterized as an 80% LTV loan. The second lien was either sold in a
‘private label’ (non-GSE) securitization or held in portfolio. Because of the disconnect between
the first lien and the second lien, piggyback seconds ignore the actual credit risk on a loan. The
first lien is underwritten on the false premise that the LTV is only 80%, when in fact the total LTV
is higher due to the simultaneous second. In contrast, loans with mortgage insurance are
underwritten based on the actual, all-in LTV, which makes their credit evaluation far more
realistic. A mortgage insurer’s entire business model depends on accurately assessing the
credit quality of a mortgage loan, because the insurer is putting its own capital at risk in a first-
loss position.® The results are evidenced by the data.

In addition, one of the lessons learned from the housing crisis is that the conflict of interests
between first and second lien holders exerts downward pressure on housing, especially in a
weak housing market. There is broad recognition that second liens have been a major
impediment to loan modifications and other loan workouts, largely because of conflicts of
interest between servicers, investors and borrowers.*' Including low down payment loans with

* Private mortgage insurance covers a material portion of — but not all — expected losses. As a result, investors receive significant
default protection, but because they still are exposed to some level of losses, they are incented to ensure that loans are well
underwritten and, once originated, well serviced. The following is a high level example of how private MI mitigates, but does not
eliminate, investor losses. Assume a $200,000 home with a mortgage of $180,000 (a “90 LTV” loan) that goes into default, and a
property value at the time of default of $120,000. The mortgage insurer would pay a claim of approximately $45,000 (25% coverage
on the $180,000 loan). After receiving the claim payment, the investor would have a loss of $15,000.

% |n the event that a borrower becomes delinquent, mortgage insurers have strong incentives to try to facilitate the modification of
the loan and the restoration of the borrower to current status. When a loan defaults, mortgage insurers are required to pay a claim
amount. Therefore, helping to keep a borrower out of foreclosure is always in a mortgage insurer’'s best economic interest. Fora
further discussion of mortgage insurers’ loss mitigation activities, see response to Question 111.

*' See National Mortgaging Servicing Standards and Conflicts of Interest: Hearing before the Subcomm. on Housing,
Transportation, and Community Development of the S. Comm. on Banking, Housing, and Urban Affairs, 1 120 Cong., May 12, 2011
(Testimony of Laurie Goodman, Senior Managing Director, Amherst Securities Group). The first conflict cited by Goodman is the
fact that “first lien servicers have significant ownership interests in 2" liens and often have no ownership interest in the
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would have a contractual obligation backed by its capital and reserves. (For a detailed
discussion of mortgage insurance regulation, see response to Question 111, especially “Private
Mortgage Insurance Overview.”)

Consistent with the Act,”" the Agencies’ Proposal permits a sponsor of a commercial mortgage
backed security (“CMBS”) to satisfy risk retention if a third party purchases an eligible horizontal
residual interest in the issuing entity (a “B Piece”). Private mortgage insurance could be
structured to serve as a comparable form of risk retention for non-QRM RMBS. Private
mortgage insurance is issued by an independent, regulated third party that places its private
capital in a first-loss position in the event a residential mortgage defaults. Mortgage insurers
retain exposure to risk for the long term; typically, throughout the life of a loan.”® Like a
purchaser of a CMBS B-Piece, mortgage insurers can be involved in assessing the quality of
the underlying assets early in the securitization process. Indeed, to satisfy risk retention, the
mortgage insurance decision could be required to be made at the time a loan is originated,
consistent with the statutory definition of QRM. The mortgage insurance underwrite, with its
thorough evaluation of the underlying assets and rejection from the pool of any assets that do
not comply with the underwriting requirements for the transaction, would serve the same
purpose as the B-piece buyer’s due diligence. (See Question 111 for a further discussion of
how prudent underwriting by private mortgage insurers improves loan performance.)

There are a number of ways mortgage insurance could be structured to serve as a form of risk
retention. One approach would be for a mortgage insurer to insure the risk of 100% of the first
5% of losses. That structure would provide the economic equivalent of a 5% horizontal slice.
An alternative would be to require loan level mortgage insurance on each loan included in a
non-QRM securitization. Of course, if the Agencies permit other, less material forms of risk
retention, it is unlikely that any sponsor will chose any risk retention option — whether horizontal
slice or private mortgage insurance — that has more meaningful economic consequences.

8. Treatment of government-sponsored enterprises

79. Is our proposal regarding the treatment of the Enterprises appropriate?

The proposed treatment of the Enterprises (GSESs) is appropriate, and is necessary in light of
the proposed narrow definition of QRMs. Recognizing the GSE guarantee as qualifying risk
retention will permit the current market for conventional, conforming mortgages to continue
uninterrupted until such time as the framework is in place to allow for an orderly transition to
successor entities as part of future housing finance reform. While some have argued that GSE
loans are simply another form of government lending, there are significant distinctions between
a GSE mortgage and an FHA mortgage; most notably, GSE loans with less than a 20% down
payment generally have private mortgage insurance in a first-loss position. In contrast, FHA
insurance covers (and taxpayers are exposed to) close to 100% of losses on every loan it
insures. Said differently, low down payment GSE loans with mortgage insurance have material
amounts of private capital serving as “skin in the game”.

™ Section 15G(c)(2)(E)(ii).

2 Genworth expects some parties will advocate for risk retention to be required only for a limited period of time. Private mortgage
insurance coverage, in contrast, could be structured to remain in place for the life of a securitization. Any such structure would have
to comply with the Homeowners Protection Act of 1998 (12 US.C. 4902), which requires that borrower paid private mortgage
insurance terminate when a loan amortizes to specified levels, provided the borrower has satisfied conditions regarding timely
payment of the mortgage.
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Because the FHA has a complete, permanent exemption from risk retention, without the
proposed treatment of the GSEs, virtually all low down payment lending, regardless of the
associated credit risk, would end up insured by the FHA or would be forced into a more
expensive non-QRM execution. The approximately 13% of the mortgage market that
traditionally has been served by private mortgage insurers will have no outlet other than FHA
insurance.” This outcome is in direct conflict with Treasury and HUD’s objective of bringing
private capital back into the housing finance market, and is counter to the interests of lenders,
borrowers and investors. See responses to Questions 106 and 162 for a further discussion of
the nexus between risk retention, QRM and the FHA.

80. Would applying the hedging prohibition to all of the credit risk that the Enterprises
are required to retain when using § ____.11 to satisfy the risk retention requirements be an
unduly burdensome result for the Enterprises?

Applying the hedging prohibition to all of the credit risk that the Enterprises are required to retain
would be unduly burdensome. Transaction level mortgage insurance has long served as
effective third party credit loss mitigation. Prohibiting the GSEs from obtaining such insurance
would limit their ability to manage and mitigate their risk of loss, which would be counter to their
interests and, given that the GSEs are in conservatorship, to the interests of taxpayers.

IV. Qualified Residential Mortgages
A. Overall Approach to Defining Qualifying Residential Mortgages
106. Is the overall approach taken by the Agencies in defining a QRM appropriate?

The approach taken by the Agencies in defining QRM is not appropriate. As further discussed
below, the proposed narrow approach will not incent — and may actually discourage -- the
origination of prudent, sustainable mortgages to creditworthy borrowers. It will limit borrower
choice and increase borrower pricing, and its consequences will be especially harmful for low to
moderate income, minority and first-time home buyers. The Agencies’ approach is based on a
flawed analysis of loan level data that overstates the risk of a broader approach.

The Narrow Approach Taken by the Agencies is Inconsistent With the Objective of Incenting the
Origination of Prudent, Sustainable Mortgages to Creditworthy Borrowers.

The Act calls for QRMs to be prudently underwritten, sustainable mortgages with underwriting
and product features that “historical loan performance data indicate result in a lower risk of
default”.™ In other words, QRMs are meant to be loans that are structured and underwritten to
perform well in any economic cycle: loans that, when they predominate in the market, will
facilitate a strong, stable housing market. The legislation specifically references the following
underwriting terms and features for QRMSs: (i) documentation and verification of the borrower’s
financial resources; (ii) standards with respect to the borrower's (a) residual income, (b) ratio of
housing payments to monthly obligations and (c) ratio of total installment payments to income;
(iii) mitigation of the potential for payment shock on adjustable rate mortgages; (iv) mortgage
guarantee insurance or other types of insurance or credit enhancement obtained at the time of
origination to the extent such insurance or other credit enhancement reduces the risk of default;

S Mortgage Origination Indicators, Inside Mortgage Finance, April 29, 2011, p.4.
" Dodd-Frank Wall Street Reform and Consumer Protection Act. Pub. L. No. 111-203, 124 Stat. 1376, 1894 (2010).
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and (v) prohibiting or restricting the use of balloon payments, negative amortization, prepayment
penalties, interest-only payments or other features that have been demonstrated to exhibit a
higher risk of borrower default.

The Agency QRM is far narrower than mandated by the Act.”® In particular:

o The proposal mandates a 20% down payment requirement that will preclude roughly
75% of eligible home buyers from the QRM market, even when those borrowers have
strong, fully-documented, fully-verified credit; and”®

o The proposal sets DTls at levels that are unnecessarily punitive and that are far more
restrictive than the traditional standards that have served the housing market well for
many years preceding the housing bubble.

QRM Performance.

The narrow approach taken by the Agencies (including the Agency Alternative QRM further
discussed in the response to Questions 143, 144 and 147) is not warranted based on loan
performance. An analysis of approximately 44 million first lien residential mortgage loans
originated from 2001 — 2008 contained in the CorelLogic Servicing Database demonstrates that
loans with LTVs up to 95% and DTls up to 45% perform well even under severe economic
stress and should be included in the definition of QRM.”” Genworth analyzed the performance
of loans that would have satisfied the Agency QRM definition, the Agency Alternative QRM
definition and the Genworth Proposed QRM definition.”® The loan terms of each definition are
set forth in the table below:

7 The Agencies have acknowledged that they have defined QRM very narrowly. See, e.g., Credit Risk Retention, 76 Fed. Reg.
24090, 24096 (Apr. 29, 2011). “The Agencies recognize that many prudently underwritten residential and mortgage loans ... may
not satisfy all the underwriting and other criteria in the proposed rules for qualified assets.” See also, ibid. at 24129. “An alternative
approach to implementing the exemption for QRMs within the context of section 15G would be to create a broader definition of a
QRM that includes a wider range of mortgages ...” (emphasis added).

7 According to the National Association of Realtors Profile of Home Buyers and Sellers 2010, 75% of all home buyers in 2010 made
a down payment of 20% or less, and 56% made a down payment of 10% or less.

7 The analysis assumes that any definition of QRM adopted by the Agencies will include only fully documented, fully amortizing
loans and, in the case of loans with down payments of less than 20%, mortgage insurance.

" The CoreLogic Servicing Database does not include front-end DTls, and so Genworth ran only back-end DTls. The impact of a
3% cap on points and fees was estimated based on aggregate, state-by-state data provided by a national mortgage lender because
the CorelLogic Servicing Database does not include detail on points and fees. The CorelLogic Servicing Database does not include
credit history factors, so for analytical purposes, Genworth used a 690 FICO score used as a proxy for the proposed factors.
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loans are 3.8 times and 3.7 times more likely to default, respectively, than fully amortizing loans.
The amount of the down payment (evaluated in 1% increments) is only the sixth most significant
variable. A 1% decrease in the amount of a down payment makes a loan only 1.04 times more
likely to default. The regression analysis shows that weak underwriting criteria and risky loan
terms — NOT down payment — are the primary features that drive loan defaults.

Relative Relative
Probability Impact on
Loan Feature Of Default Default
Interest Only 3.83 1
Negative Amortization 3.71 2
Low/No Documentation 1.44 3
Piggyback Second 1.32 4
5/1 and less ARMs 1.18 5
Down Payment* 1.04 6
FICO Score* 1.01 7
Loan Term* 1.01 7

* Down payment, FICO score and loan term are continuous variables that were measured in 1%, one
y
point and one year increments, respectively.

QRM Market Reach.

The Agency QRM and the Agency Alternative QRM will deny a significant portion of potential
home buyers access to prudent and sustainable mortgages. The Genworth Proposed QRM will
perform well and will significantly expand the availability of QRMs.®2

e On average, only 17% of loans originated from 2001 — 2010 would have satisfied the
Agency QRM definition and only 23% of those originations would have satisfied the
Agency Alternative QRM definition.

o Looking only at 2009 and 2010, two years in which credit standards were the highest
they have been in decades, the Agency QRM would have accounted for only 30% of
originations.

e In contrast, 25% of 2001 — 2010 originations (43% looking at only 2009 and 2010) would
have qualified as a Genworth Proposed QRM.

While the recent financial crisis demonstrated that overly lenient underwriting standards can
result in some borrowers obtaining mortgages that are not sustainable, overly stringent
standards are now being blamed for denying creditworthy borrowers access to mortgages and
impeding the resolution of the housing crisis. The Agency QRM and the Agency Alternative
QRM will institutionalize these overly restrictive standards, excluding the bulk of first time home
buyers and all but the comparatively very wealthy and cash rich from the housing market. This
is inconsistent with the policy legislated by Congress under the Act. Congress recognized the

# Market shares calculated based on information for approximately 50 million loans originated from 2001 - 2010 included in the
Corelogic Servicing Database.
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buyers. In 2010, approximately 86% of first-time home buyers would have been excluded by
the 20% down payment requirement, and approximately 70% would have been excluded even if
the down payment requirement was reduced to 10%. Approximately 56% of first time home
buyers purchased their homes with a down payment of 5% or less. Median down payments in
2010 were 8%, with first time home buyers averaging a 4% down payment.®

The Agencies’ Proposal Could Discourage the Origination of Prudently Underwritten,
Sustainable Mortgages.

A narrow QRM distorts securitizer incentives in ways that may actually encourage the
origination of riskier loans. The Agencies’ Proposal limits the QRM exemption to loans that are
virtually riskless, and imposes risk retention on the significant portion of the market that is
comprised of prudently underwritten, sustainable loans with reasonable and predicable credit
risk. As a practical matter, a “one size fits all” approach that broadly applies risk retention to low
and high risk loans could minimize the incentive to originate high quality mortgages.

A Narrow QRM will Force All Low Down Payment Lending to the FHA.

The narrow approach for QRM taken by the Agencies, together with the exemption from risk
retention provided in the Act for the FHA and the recognition of the GSE guarantee as risk
retention, will force virtually all low down payment lending to the FHA (or, for the foreseeable
future, to the GSEs). Borrower costs will be increased and borrower choice will be limited,
private capital will be driven out of housing, and the role of the government — and the ultimate
financial risk to taxpayers — will be expanded.

Under the Agencies’ Proposal, the only way for a low down payment borrower to secure a loan,
regardless of that borrower’s credit history or capacity to repay his or her loan, will be via FHA,
the GSEs (but only for so long as their guarantee is a permissible form of risk retention), or
through a higher cost non-QRM that is subject to risk retention.®® That is a poor outcome for
borrowers, for housing markets and for taxpayers.

In many cases today, the cost to a borrower of an FHA loan exceeds the cost of a loan with
private mortgage insurance. For example, a borrower purchasing a $250,000 home with a 10%
down payment would pay thousands of dollars more (over the typical life of a mortgage loan) for
a loan with FHA insurance than for a comparable loan with private mortgage insurance.®” But if
low down payment loans are excluded from the definition of QRM, once the treatment of the
GSE guarantee as risk retention expires, there will no longer be a lower cost private mortgage
insurance option for that borrower because loans with private mortgage insurance will have to
bear the cost of risk retention — even loans to high quality, low risk borrowers. Loans with
private mortgage insurance will be saddled with unnecessary costs that will drive virtually all low
down payment lending to the FHA. Private mortgage insurers, and the capital they invest in
housing finance, could be driven from the market, and taxpayers will be exposed to
unprecedented amounts of housing market risk. In their joint paper on reforming U.S. housing
finance released in February 2011, The Department of the Treasury and the U.S. Department of
Housing and Urban Development laid out a plan under which private markets “will be the

8 National Association of Realtors, Profile of Home Buyers and Sellers 2010, p. 71.

& Moody’s Analytics estimates that the interest rate for non-QRM loans will rise by 75 — 100 basis points. See Mark Zandi and
Cristian deRitis, Reworking Risk Retention, Moody’s Analytics, June 20, 2011.

& Assumes property purchase price of $250,000, base note rate of 5% (5.375% if the loan is sold to a GSE and subject to their
current loan-level pricing), and borrower FICO score of 680, resulting in monthly payment of $1947 for a loan with FHA insurance
versus a monthly payment of $1897 for a loan with private mortgage insurance sold to a GSE. Also assumes borrower remains in
the home for at least four years.
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investors will be reluctant to purchase, and examiners and auditors will look with suspicion on,
any non-QRM loans. The skepticism will attach to loans whether held in portfolio, sold as whole
loans or securitized.

111(a). The Agencies seek comment on whether mortgage guarantee insurance or other
types of insurance or credit enhancements obtained at the time of origination would or would not
reduce the risk of default of a residential mortgage that meets the proposed QRM criteria but for
a higher adjusted LTV ratio. Commenters are requested to provide historical loan performance
data or studies and other factual support for their views if possible, particularly if they control for
loan underwriting or other factors known to influence credit performance. 111(b). If the
information indicates that such products would reduce the risk of default, should the LTV ratio
limits be increased to account for the insurance or credit enhancement? 111(c). If so, by how
much?

As further discussed below, data clearly demonstrate that mortgage insurance reduces the risk
of default. Accordingly, the QRM exemption should include loans with LTVs of up to 95%,
provided those loans have mortgage insurance (or comparable credit enhancement that
similarly is proven to reduce the risk of default) that is obtained at the time of origination. In
conjunction with the inclusion of such loans in the QRM exemption, Genworth recommends that
the Agencies consider specifying the amount (depth) of mortgage insurance (or other credit
enhancement) required, and mandating that a mortgage insurer perform a full prudential
underwrite in order for an Insured Loan to satisfy the definition of a QRM.

Private Mortgage Insurance Overview.

Private mortgage insurers serve an important role in housing finance: they bring capital to the
market and place that capital at risk in a first-loss position, impose risk discipline, enable
sustainable homeownership without having to amass a 20% down payment and work to
facilitate helping troubled borrowers to avoid foreclosure.®*

Private mortgage insurance operates under a unique mandatory regulatory framework and has
a business model design that promotes many key aspects of a sound mortgage finance system.
Mortgage insurance’s intrinsic value serves as a mitigant to the inherent risk of mortgage
lending.

Unlike the FHA, private mortgage insurers do not insure against 100% of loss (typically,
mortgage insurance provides first-loss coverage that covers approximately 25 - 30% of the
unpaid loan balance (plus certain additional expenses) of a defaulted loan). By assuming a
“first-loss” position, private mortgage insurance dramatically offsets losses arising from a
borrower default. But by design, the product does not completely eliminate the risk of loss.®
Private mortgage insurance is designed to be “skin in the game” that offers real economic
benefit to lenders and investors while still incenting them to carefully underwrite mortgage loans
and holding them accountable for fraud, misrepresentation and lack of compliance in the
origination process.

* In November, 2010, Promontory published a comprehensive report on the historical and current role of private mortgage insurers
entitled “The Role of Private Mortgage Insurance in the U.S. Housing Finance System.” See Exhibit D for a copy of this report.

% The following is a high level example of how private MI mitigates, but does not eliminate, investor losses. Assume a $200,000
home with a mortgage of $180,000 (a “90 LTV” loan) that goes into default, and a property value at the time of default of $120,000.
The mortgage insurer would pay a claim of approximately $45,000 (25% coverage on the $180,000 loan). After receiving the claim
payment, the investor would have a loss of $15,000.
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There are two primary capital requirements for mortgage insurers. First, a mortgage insurer
must maintain sufficient capital such that its ratio of risk-in-force to statutory capital (which
consists of its policyholders’ surplus and contingency reserve) cannot exceed 25:1 (absent the
granting of a waiver by the applicable state insurance regulator) or it may not write any new
business. Second, in addition to the normal provision for losses in the form of (i) case basis
reserves for loans that are currently delinquent and reported as such by the lender or loan
servicer and (ii) incurred but not reported loss reserves (for loans that are currently delinquent
but not yet reported as such), mortgage insurers are required under insurance statutory
accounting principles to post the contingency reserves alluded to earlier in this paragraph which
are funded with 50% of net earned premiums over a period of ten years. The contingency
reserve is an additional premium reserve established for the protection of policyholders against
the effect of adverse economic cycles. These reserves have allowed mortgage insurers to meet
all their obligations in connection with the extraordinary losses suffered by lenders during the
current crisis.

These capital and reserve requirements mean that the industry holds significant capital against
each loan insured throughout the time a loan is outstanding, and has the liquidity to pay claims.
In this regard, private Ml is significantly different from other types of investment and credit
enhancement. One of the lessons learned from the housing crisis is that housing markets are
not well served by structures that encourage short-term investment without adequate regulatory
oversight and capital and reserve requirements. Mortgage insurance represents material
amounts of capital and reserves in a first-loss position that are committed for the long term.

In addition, mortgage insurance premium income, capital and reserve requirements combine to
provide countercyclical protections against housing downturns. As illustrated in the graph
below, during times of market stress (for example, the “Oil Patch” in the mid 1980s), mortgage
insurers experienced high levels of losses and their risk-to-capital ratios rose accordingly. As
markets stabilized beginning later in that decade, higher earned premiums and lower claims
paid enabled the industry to replenish its capital base. The countercyclical model was again
tested over the past several years, and as expected, risk-to-capital ratios have risen in the face
of unprecedented losses. But still, the model is working exactly as intended. As loan
performance improves, tightened guidelines and pricing adjustments (together with recent
external capital raises) will restore capital and support new business. It is important to note that
the industry model relies on an ability to insure adequate amounts of new, high-quality business
in stable housing markets. For the model to function, market share between the FHA and
private mortgage insurers must be restored to traditional levels. Especially in light of the
exemption from risk retention provided in the Act for FHA loans, a narrow QRM would severely
undermine the ability of the model to function as designed. (For a further discussion of the
impact of the FHA exemption from risk retention, see response to Question 162.)
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is clearly relevant, by itself it is too narrow a test that fails to follow the statutory language of and
the public policy behind the Investor Protection sections of the Act. The standard specified by
the Act is whether a factor “reduces [or lowers] risk of default.” Properly interpreted, evaluating
“risk of default” requires an assessment of a factor’s impact on secondary market investors.
The Agencies expressly recognize that “[mortgage] insurance protects creditors from losses
when borrowers default.”®® The Agencies should take into account the loss protection provided
by mortgage insurance and on that basis include mortgage insurance in the QRM criteria.
Second, even if one were to adopt the narrower “less likely to default” test used by the
Agencies, this comment letter supplies the Agencies with more than adequate data
demonstrating that mortgage insurance meets this standard and should be among the QRM
criteria.

“Risk of Default” Encompasses Both Frequency of Default and Severity of Loss. Focusing on
the frequency of default (as the Agencies have done by using a “less likely to default” test) as
the sole basis of inclusion or exclusion from the criteria used to define QRM unjustifiably
narrows the scope mandated under the Act and fails to recognize the other important
quantitative and qualitative benefits of private mortgage insurance. Several aspects of the Act
point to a clear intent that the QRM exemption operate to protect secondary market investors by
promoting safe and sound lending practices.

From a statutory construction perspective, the risk retention and QRM provisions are contained
in the “Investor Protection” section of the Act, which focuses on "credit risk."*® The underlying
public policy is promoting the viability and sustainability of reliable secondary markets for asset-
backed securities.'® The Agencies’ focus on default frequency alone is inadequate to properly
meet these legislative objectives. The impact on an individual borrower from a default is not this
section of the Act's principal focus other than as a function of the broader impact defaulted
loans have on capital markets. '®" Even so, loans with mortgage insurance are less likely to
default than comparable uninsured loans and consequently better serve the interests of both
borrowers and investors. Under Title IX, the real question posed to the Agencies by Congress
for risk retention and the QRM definition, which at their core are a legislative response to the
credit risk borne by the capital markets, is how best to incent the origination of prudently
underwritten, sustainable loans to creditworthy borrowers to better protect secondary market
investors.

The statutory language enacted by Congress to guide the Agencies in defining QRM directs
them to take into account whether data indicate if underwriting or product features "result in a
lower risk of default" (emphasis added). Congress could have opted to use other language
such as whether factors result in a lower "frequency" of default, but it did not. Further,
Congress uses the language “reduces the risk of default’” (emphasis added) in the sub-section

* Ibid.

% "Credit risk is not only the probability of borrower delinquency and default, but also the likely recovery or loss caused by the
delinquency or default." Lauren E. Willis, Will the Mortgage Market Correct? How Households and Communities Would Fare if Risk
Were Priced Well, 41 Conn. L. Rev. 1177 (2009).

100 «By requiring that the securitizer retain a portion of the credit risk [emphasis added] of the assets being securitized, section 15G
provides securitizers an incentive to monitor and ensure the quality of the assets underlying a securitization transaction, and thereby
helps align the interests of the securitizer with the interests of investors. ... The credit risk retention requirements of section 15G are
an important part of the legislative and regulatory efforts to address weaknesses and failures in the securitization process and the
securitization markets. Section 15G complements other parts of the Dodd-Frank Act intended to improve the securitization markets.”
Credit Risk Retention, 76 Fed. Reg. 24090, 24096 (Apr. 29, 2011).

' In recognition of the separate policies underpinning the QM and QRM, the Agencies discuss in the Agencies’ Proposal the
legislative limitation that the QRM can be "no broader than" the QM and expressly acknowledge “the different purposes and effects
of the QRM and the QM standards.” Ibid., 24117-24. A straightforward and natural reading of this cross-reference is that Congress
sought to guard against defining QRM in such a way as to permit that which is prohibited by QM.
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that addresses the use of mortgage insurance as a feature of QRM. Congress did not enact the
“less likely” to default test used in the Agencies’ Proposal.’® Under ordinary rules of statutory
construction, the term "risk of default" used by Congress should be given a broader
interpretation than the Agencies utilize. Looking to the plain meaning of the statutory language,
Webster's defines "risk" as the "possibility of loss or injury." This definition focuses not on the
mere incidence, rate or frequency of any kind of event, but rather on events that result in “loss
or injury.” Defaults can occur at a high rate or frequency with little or no loss or injury to the
secondary markets (for example, there may be no loss arising from a borrower default in an
appreciating housing market save for the limited consequences of early repayment or
reinvestment risk).'® Under the Investor Protection section of the Act, it is not meaningful to
evaluate how underwriting or product features affect “risk of default” without evaluating the
associated “loss or injury" to the secondary market.

Fully addressing the public policy underlying Congress’ enactment of the risk retention section
requires an evaluation of the broader consequences of default to the capital markets. Going
beyond consideration of only the incidence (or frequency) of default requires focus on the
impact (or severity) of default. As detailed below, in the case of mortgage insurance, evaluating
what “lowers [or reduces] the risk of default” under a wide lens capturing both the frequency of
default and the severity of loss shows that mortgage insurance will squarely deal with credit risk
as part of QRM in the way intended by Congress by (i) reducing the frequency of default in the
first place and increasing the rate of cures (i.e., loans that are rehabilitated if a borrower falls
behind on payments), and (ii) reducing severity through claims payments. Either prong is a
sufficient basis for inclusion of mortgage insurance in QRM. Together, these attributes of
mortgage insurance will benefit both QRM borrowers and investors.

Mortgage Insurance Should be Included In QRM Because it Reduces Frequency of Default.
Third party data and independent analysis thereof demonstrate empirically that loans with
mortgage insurance are less likely to default than comparable uninsured loans.’® Using the
Corelogic Servicing Database, Genworth analyzed 4.9 million low down payment loans
originated from 2003 to 2007 (the “MI Impact Analysis”) to compare default rates of above 80%
CLTV Insured Loans to above 80% CLTV loans that were structured as an uninsured first lien
coupled with a piggyback second.’® Controlling for origination year, geography, level of
documentation, loan purpose, FICO score and CLTV, Insured Loans became seriously
delinquent 32% less often than loans with piggyback seconds. Of loans that did become
seriously delinquent, Insured Loans returned to current status (cured) 54% more often than
loans with piggyback seconds. As a result, borrowers with Insured Loans stayed in their homes
40% more often than those with piggyback seconds. The MI Impact Analysis demonstrates that
not all “low down payment loans” are created equal. Mortgage insurance significantly mitigates
the risk that a loan will become delinquent and go into default. The data makes it clear: with
proper underwriting and mortgage insurance, low down payment lending can be done without
exposing the borrower, lender or investor to excessive risk.

As a follow up to the Ml Impact Analysis, at Genworth’s request, Promontory undertook a study
assessing the performance of mortgage loans originated from 2003 to 2007 with piggyback
seconds to the performance of Insured Loans. Promontory examined over 5.6 million mortgage

%2 see Credit Risk Retention, 76 Fed. Reg. 24090 (Apr. 29, 2011).

1% \Whether reinvestment risk creates actual injury will be a function of prevailing interest rates at the time of the early repayment.
There are circumstances where there is no economic harm to investors upon a borrower default.

' Mortgage insurance is written pursuant to a legally binding master policy issued by a mortgage insurer. Under the terms of the
master policy, an originator is bound to adhere to mortgage insurance credit criteria in order for a loan to be eligible for mortgage

insurance.

1%% The MI Impact Analysis is included as Exhibit B.
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loans included in the CorelLogic Servicing Database with CLTVs above 80%, studying both the
presence and timing of delinquencies. Promontory assessed the relative performance of Insured
Loans and loans with piggyback seconds over time, controlling for loan characteristics that are
indicators of the risk of delinquency, including documentation level, loan purpose, owner-
occupied status, CLTV and FICO score. They also included local unemployment rates, market
interest rates and home price indices, factors Promontory believes significantly explain borrower
propensity to default. After controlling for this extensive set of factors, Promontory found that
loans with mortgage insurance consistently experience lower severe delinquency rates
(ever 90 days past due) than comparable uninsured loans with piggyback seconds. (The
complete Promontory study is included as Exhibit C)

The statistical methodology Promontory employed (described below) enabled them to quantify
the extent that mortgage insurance acts as a proxy for unobserved aspects of the mortgage
underwriting process (effectively, the impact of mortgage insurance acting as an independent
risk underwriter), which serves to lower default risk for observed characteristics (such as
documentation levels and CLTVs).'%

To conduct its study, Promontory first analyzed the loan level data to identify differences in
severe delinquency rates between the two loan types based on loan attributes (origination year,
FICO score, CLTV and loan purpose (purchase or refinance) (a “tabular analysis”) and by
studying vintage curves (which examine performance over time for loans originated in a given
year). The tabular and vintage analyses were both “strongly suggestive” of differing
performance between Insured Loans and loans with piggyback seconds. However, Promontory
determined that it was important to control for other risk factors in order to draw any meaningful
conclusions from the data. To do so, they applied a statistical method of survival modeling to
control for risk factors that could impact loan performance and to account for the impact of time
on such factors.’ The survival analysis focuses on the risk of default.

The tabular analysis of loan level data shows that:

o For all loans in the data set, Insured Loans had 33% lower severe delinquency rates.

e Insured Loans outperformed uninsured loans with piggyback seconds by over 30% in all
FICO score buckets — and by over 50% for loans with FICO scores above 700.

e Insured loans performed better in all CLTV buckets. Insured Loans with 90% CLTVs
outperformed 90% CLTV uninsured loans with piggybacks by 42%.

o Insured Loans performed better regardless of loan purpose — purchase Insured Loans
performed 25% better and refinance Insured Loans performed 50% better.

Promontory’s statistical survival analysis controlled for eleven loan attributes, including time-
varying variables (items 8 — 11) that account for the impact of dynamic regional macroeconomic
factors:

1. Documentation (full vs. low)
2. Loan purpose (purchase vs. refinance)

% fact, the Promontory results may understate the positive impact of mortgage insurance, because it is impossible to account for

the likelihood that lenders submit higher quality loans when those loans will require mortgage insurance in order to comply with
mortgage insurance credit standards.

%7 The statistical methods of survival analysis (also called life-table analysis or failure-time analysis) have been developed to
analyze the time-to-occurrence of an event as well as the fact of its occurrence. For example, survival analysis has been employed
to study the time-to-failure of machine components, time-to-death of patients in a clinical trial, and the duration of unemployment
spells of workers. As fully discussed in their study, Promontory used survival analysis to model the “lifetimes” of mortgages.
Because there are two “events” that may end the lifetime of a mortgage (default or payoff), and because either of those events may
impact the probability of observing the other, Promontory used a “competing risks” survival analysis.
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regulatory capital to support that exposure. Mortgage insurers have unique, strong incentives to
conduct a detailed and qualitative underwrite that assesses the “three Cs” of mortgage
underwriting: credit, capacity and collateral. The underwriting process goes far beyond merely
confirming that all required documentation is in the file, and includes: verifying employment
history and income history (including recalculating all sources of income and assessing the
stability and continuity thereof), validating savings patterns and validating sources of assets,
assessing breadth and depth of assets, ensuring history of prudent credit management and
validating the borrower’s ongoing ability to repay his or her obligations. The mortgage
insurance underwrite also includes a thorough review of the appraisal to establish the legitimacy
and value of the collateral being financed. The mortgage insurer is independent from the
originator and has no motivation to approve loans that do not fall within specified credit risk
parameters.

Since traditional underwriting does directly translate into improved loan performance, requiring
mortgage insurers to perform a full prudential underwrite (as described above) of each insured
QRM will improve the performance of QRM loans. Requiring a prudential mortgage insurance
underwrite would also benefit investors, since, if the insurer performs the underwrite, it largely
would be precluded from denying a claim based on lender fraud, misrepresentation or failure to
comply with mortgage insurance guidelines. Requiring the prudential mortgage insurance
underwrite will create an unprecedented level of certainty regarding claims payments, and
limiting a mortgage insurer’s right to “rescind” a claim creates even greater incentive for the
insurer to thoroughly and accurately underwrite each loan it insures.

Piggyback Seconds Are Not an Adequate Substitute for Private Mortgage Insurance.

In the years leading up to the housing crisis, simultaneous second lien mortgages (piggyback
seconds) were often used as a way to avoid the credit enhancement requirement contained in
Fannie Mae and Freddie Mac’s statutory charters. A loan with a CLTV above 80% was
originated as two separate loans: a first lien mortgage with an LTV no greater than 80% and a
simultaneously originated second lien for an amount that typically brought the CLTV to 90% or
greater. The first lien generally was sold to a GSE or other investor and characterized as an
80% LTV loan. The second lien was either sold in a “private label” (non-GSE) securitization or
held in portfolio. Because of the disconnect between the first lien and second lien, piggyback
seconds ignore the actual credit risk on the loan. The first lien is underwritten on the false
premise that the LTV is only 80%, when in fact the actual LTV is far higher due to the amount of
simultaneous second. In contrast, mortgage insurers underwrite the loan based on the actual,
all-in LTV, which makes their credit evaluation far more realistic. And mortgage insurers must
pay careful attention to how a loan is underwritten and the credit risk thereon, because the
insurer is putting its own capital at risk in a first-loss position. A mortgage insurer’s entire
business model depends on accurately assessing the credit quality of a mortgage loan. The
results are evident in the data discussed above.

Because mortgage insurers are obligated to pay claims upon foreclosure, it is in their interest to
facilitate a loan modification or other workout. The interests of mortgage insurers are thus
directly aligned with those of borrowers and investors, all of whom benefit when foreclosure is
avoided. This makes Insured Loans very different than loans with piggyback seconds. If a
second lien is under water and the lien holder is still carrying it at full value, a workout of the first
lien could compel the write down of the second lien. In that case, the second lien holder may
attempt to block a loan work out — an outcome that is adverse to the interest of the first lien
investor (and the borrower). Many second lien holders are servicers of the first lien, which

43





http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&FileStore_id=484c5b2b-6924-459f-898e-3ae075feeb15



https://eapps.naic.org/insData/

114(a). The Agencies request comment on each of these conditions for QRM eligibility.
In addition, should a loan be disqualified from being a QRM if the creditor has reason to know of
another recorded or perfected lien on the property in a purchase transaction? 114(b). If so, what
would constitute a reason to know by the creditor?

As further discussed in the response to Question 111, second liens have proven to materially
impede loan modifications and workouts, and piggyback seconds have undermined the credit
quality of high CLTV loans. For these reasons, if a creditor has a reason to know of a second
lien that causes the CLTV on a property to exceed 80%, the first and second liens should be
disqualified from being a QRM unless the first lien has mortgage insurance based on the loan’s
CLTV. A creditor should be deemed to have a reason to know of the second lien if the second
lien is originated within 30 days of the first lien.

4. Loan-to-Value Ratio / 7. Ability to Repay

120. The Agencies seek comment on the appropriateness of the proposed LTV and
combined LTV ratios for the different types of mortgage transactions

123. The Agencies seek comment on the appropriateness of the proposed front-end
ratio limit of 28 percent and the proposed back-end ratio limit of 36 percent.

Neither the LTV ratio, the CLTV ratios, the front-end ratio limit nor the back-end ratio limit
proposed by the Agencies are appropriate. Consistent with sound and transparent analytics
and good housing policy, prudently underwritten, sustainable loans with LTVs up to 95% and
DTls up to 45% can and should be made to creditworthy borrowers; provided that loans with
CLTVs above 80% are protected by mortgage insurance (or comparable credit enhancement)
obtained at the time of origination.

Loan-to-value Ratios.
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143. The Agencies seek comment on the potential benefits and costs of the alternative
approach, with a broader QRM exemption combined with a stricter set of risk retention
requirements for non-QRM mortgages.

The Agency Alternative QRM, while somewhat broader than the Agency QRM, is still far too
narrow, and will exclude a significant percentage of low to moderate income, minority and first-
time home buyers from the QRM market. The immaterial improvement in loan performance that
results from limiting QRMs to loans with a 10% down payment (rather than including loans with
LTVs up to 95%) does not justify the material adverse impact of the alternative. Moreover, the
language of the Agencies’ Proposal could be interpreted to permit the use of piggyback seconds
to satisfy the down payment requirement, which would undermine the credit quality of the loans
and certainly is not appropriate. Genworth recommends that the Agencies clarify that any final
definition of QRM exclude loans with piggyback second liens. For a complete discussion of the
issues and concerns related to piggyback seconds, see response to Question 111. Genworth
urges the Agencies to adopt the Genworth Proposed QRM. (See responses to Questions 106,
111, 112, 114, 120 and 123 for analyses of the performance and market impact of the Agency
Alternative QRM.)

144(a). If such an alternative approach were to be adopted, what stricter risk retention
requirements would be appropriate in order to provide additional incentives to underwrite a
greater share of origination volume within the QRM definition? 144(b). Should such stricter
requirements involve the form of risk retention or a higher amount of risk retention? 144(c). Are
there other changes that would achieve the same objective?

As discussed in the response to Question 143, the proposed alternative is not appropriate and
will not incent the origination of prudent and sustainable mortgages to creditworthy borrowers.
Imposing stricter risk retention requirements on the proposed alternative would only exacerbate
its adverse consequences.

147. What impact might a broader QRM definition have on the pricing, liquidity, and
availability of loans that might fall outside the broader QRM boundary?

A broader QRM definition will still result in non-QRMs likely being be more expensive than
QRMs, both because of the cost of risk retention, and because a relatively small non-QRM
market will make their securitization less liquid. As a result, investors likely will demand a
“liquidity premium” on non-QRM securitizations. This outcome is entirely appropriate and
consistent with the objective of the risk retention rule. With a broad QRM, non-QRMs will clearly
be higher risk mortgages, and their pricing and availability should reflect that risk. One of the
lessons learned from the collapse of the housing market is that the easy access to high risk
loans can “contaminate” the broader housing market, turning loan-level risk into systemic risk.
Risk retention was, in part, designed as a means to avoid a repeat of this contamination effect.
One way to contain and manage risk is to require that the risk be fully reflected in the pricing,
liquidity and availability of high risk assets.

V. Reduced Risk Retention Requirements for ABS Backed by Qualifying Commercial Real
Estate, Commercial or Automobile Loans
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150(a). Should underwriting standards be developed for residential mortgage loans that
are different from those proposed for the QRM definition and under which a sponsor would be
required to retain more than zero but less than five percent of the credit risk?

QRMs should include prudent, sustainable loans to creditworthy borrowers that include fully
documented loans with LTVs up to 95% and DTls up to 45%. Riskier loans should be subject to
a 5% risk retention requirement. An approach that applies different levels of risk retention to
different groups of loans will be enormously complicated to design and enforce, and will add
significant complexity to the structuring and execution of securitizations (which will translate into
increased cost that ultimately will be borne by borrowers). Many banks will not be able to retain
any amount of risk for mortgage securitizations, and so would be forced to sell all of their loans
to a small number of very large banks who will dominate the secondary mortgage market. All
low down payment lending would be insured by the FHA (or guaranteed by Fannie Mae and
Freddie Mac). See the response to Question 162 for a discussion of the material adverse
consequences of shifting all low down payment lending to the FHA.

VI. General Exemptions

A. Exemption for federally insured or guaranteed residential, multifamily, and health care
mortgage loan assets

162(a). Have the Agencies appropriately implemented the exemption in section
15G(e)(3)(B) of the Exchange Act? 162(b). Why or why not?

The Agencies are correct that FHA insurance on single family mortgage loans falls within the
exemption for securitizations that are collateralized solely by residential loan assets insured or
guaranteed by the United States or an Agency thereof.'?

The exemption for loans insured by the FHA makes it critically important that QRM be properly
defined to include low down payment loans with private mortgage insurance (or other
comparable insurance or credit enhancement) obtained at the time of origination. Otherwise, all
low down payment lending will be done with some form of government subsidy -- and private
mortgage insurers effectively could be driven out of the market.

As discussed in the response to Question 111, private mortgage insurers put their own capital at
risk in a first-loss position, and the Act directs the Agencies to consider the utilization of private
mortgage insurance to ensure that QRMs are prudent and sustainable mortgages. This
provision was included in the legislation in part because Congress understood that it was the
only way to have a private market for low down payment loans given the exemption granted to
the FHA.

According to the National Association of Realtors’ 2010 Profile of Home Buyers and Sellers,
median down payments in 2010 were 8%, with first-time home buyers averaging a 4% down
payment and repeat home buyers putting down an average of 14%."*" Unless there is parity
between the FHA and the down payment requirement permitted for QRMs, virtually all of these

128 The exemption for securitizations collateralized by loans insured or guaranteed by the United States or an agency thereof also
applies to loans guaranteed by the Department of Veterans Administration and by the U.S. Department of Agricultural Rural
Development.

27 National Association of Realtors Profile of Home Buyers and Sellers 2010, 2010, p. 71.
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Exhibit A
Analysis of CoreLogic Servicing Database Loan Level Data
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Exhibit B
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Data And Methodology

Genworth utilized the servicing data set of Corelogic which has collected highly detailed loan level loan perfromance information from several large major servicing companies.
Piggyback loans are identified as first lien loans with an LTV of 80% and a CLTV greater than 80%. Insured loans are identified by the coding of an insurance provider, whether it
be a private mortgage insurer or FHA or VA. Our study focused on loans with CLTV greater than 80%, originated from 2003 through 2007. The sample selected totals 4,917,64¢€
loans of which 3,872,318 are insured high LTV loans, and 1,045,328 are first lien structured or piggyback loans. The overall volume totaled $0.85 trillion.

The previous study focused on loans that were currently deliquent 30+ days and loans that had terminated in default. This study takes the analysis much farther. This study
reviewed the monthly status of all 4.9 million loans in the sample to see which loans were ever 90 days delinquent, and then follows the monthly status reports until the loar
either cures or goes to foreclosure. Consequently, this study evaluates both the performance of the loans and also permits a review of actual cures of previous delinquencies
that ultimately resulted in current status for loans still outstanding or successful payoff .

The delinquency rate for the piggyback loans is somewhat understated in that the data set only captures the delinquency rates on first liens. There are likely loans where the

1st lien is still current, but the 2nd lien is delinquent. If these delinquencies were added to the piggyback data, their delincency rate would be even higher than shown and the
differential to Insured loans would be even larger.

Genworth Financial 3

Company Confidential









33.7%

100%

78%

75% 65% 68%
50% A47%
25%

0%

85CLTV 90 CLTV 95 CLTV 100 CLTV All
Data Source: Corelogic
139%
126% 130%







oI8%

28.1% 20.6% 29.7% e

Full / Purchase Full / Refinance Low / Purchase Low / All
Refinance

Data Source: Corelogic Winsured M Piggyback

pad<117]

pel=riil

30%

5% 24.6%

20%

15%

10%

5%

0%

Full / Purchase Full / Refinance Low / Purchase Low / All
Refinance

Data Source: Corelogic ®insured m P’ggybad(

154




i

g
‘\«‘
N’“‘\‘@
“oo‘p\\\
a@o!\‘
oo
o W&&
\a”“w&‘ (}“da\
«é‘r’o&m«@
%5‘“0&‘("‘“‘\
@‘}w’c‘ w«é‘
“\6&& »\g&\ﬁc
W‘W
g(\%““6
e
6
™
\Né‘@\)‘x\@«%\

0&‘0 &\w“‘t\
w ““‘a\
o g
“"
we
wer
TN
1 12I5%
v*v\o&‘ce«m\ ' I
w@ l 125%
\K‘A&e»\ﬂ&\c T
N\o\“‘@\“ '
o™ W@@@
®
SP\\*‘“\‘“‘\&
Q‘e‘x\‘o““w‘&a
we soo\’.o"(&a\ |
AN










Exhibit C
Promontory Study — Assessing the Delinquency and Default Risk of Insured and Non-insured
High LTV Mortgages, July 15, 2011











mailto:elarson@promontory.com













Cumulative Bad

Cumulative Bad Rate

;

\

=\ PROMONTORY
T

Cumulative Bad Rates for 2007 Vintage and CLTV GT90

75%

70% 1

655% A

50% A

55%

50%

45% 1

40% 1

35% A

30% A

25%

20% -

15% 1

10% A

5.0% A

m— |nsured-Prime {mean: 0.2589 se: 0.0006)

= = = |nsyred-Subprime (mean: 0.4295 se: 0.0014)
== Piggyback-Prime (mean: 0.3567 se: 0.0013)

= == == Piggyback-Subprime (mean: 0.566 se: 0.0116)

.CJ[J%-I

Months Since Qrigination















Survival Probability

Product-Limit Survival Estimaitces

1.0 4

0.8+

0.6

0.0

| Censored

T T T
40 60 80

Months S:ince Origination

Inswed — — —  Nou-Ins w/ Piggy

100




Survival Probability

Product-Limil Survival Estimates

0.6

0.1+

0.0~

0

20

T T T
A0 60 80

Months Sinece Ongimation

Type

Insured — — — Nou-Iis w/ Piggy

100










| Type

1.0

0.8

Apiqeqold [eAlamg




I
100

<<

60

40

[ Type

0.0 =

1.0

0.8

Apiqeqoig [eanng













Cumulative Bad Rate

Cumulative Bad Rate

40%

35%

30%

25%

10%
5.0%

.00%

a
R Y
|

Months Since Origination

=\ PROMONTORY
S
Cumulative Bad Rates for 2003 Vintage and CLTV LESO
m— |nsured-Prime (mean: 0.0613 se: 0.0004)
= = = |nsyured-Subprime (mean: 0.2132 se: 0.0019)
1=====Piggyback-Prime (mean: 0.0588 se: 0.0012)
= == = Piggyback-Subprime (mean: 0.2535 se: 0.0285)
-
L 4
e —-—
PR -~ - ; ’& -—
-—— =1 -
S e B i
- -
- - RPN i -
- -
- - PR
o - i - p—
Sl -

I B e T e e L A B m e e o e e I B e e o e I BN s s s S S |
0 12 24 36 48 60 72
Months Since Origination

Cumulative Bad Rates for 2003 Vintage and CLTV GT90
m— |nsured-Prime (mean: 0.084 se: 0.0003)
= m= = |nsyured-Subprime (mean: 0.2925 se: 0.0011)
1= Piggyback-Prime (mean: 0.0686 se: 0.0013)
= == = Piggyback-Subprime (mean: 0.307 se: 0.0432)
- g
-— - - “
- = -
- - - - —
o - _- - -
P - *
- - =
- PR
- » - == mm - ¥l __---'-’--'
-t =
e T e A B B o e o o o B e e e L S e e e S e e e I
0 12 24 36 48 60 72



Cumulative Bad Rate

Cumulative Bad Rate

75%

70%

65%

60%

55%

50%

15%

10%

5.0%

.00%

75%

70%

65%

60%

55%

50%

45%

40%

35%

30%

25%

20%

15%

10%

5.0%

.00%

=<
=~ PROMONTORY
S

Cumulative Bad Rates for 2004 Vintage and CLTV LE9S0

m— |nsured-Prime {(mean: 0.1078 se: 0.0006)

= == m= |nsured-Subprime (mean: 0.2576 se: 0.0026)
=== Piggyback-Prime (mean: 0.1548 se: 0.0015)

= == == Piggyback-Subprime (mean: 0.4169 se: 0.0197)

Months Since Origination

Cumulative Bad Rates for 2004 Vintage and CLTV GT90

= |nsured-Prime (mean: 0.1244 se: 0.0005)

= == = |nsyured-Subprime (mean: 0.3422 se: 0.0013)
1= Piggyback-Prime (mean: 0.1438 se: 0.0012)

= = = Piggyback-Subprime (mean: 0.3838 se: 0.0244)

Months Since Origination



Cumulative Bad Rate

Cumulative Bad Rate

75%

70%

65%

60%

55%

50%

45%

40%

35%

30%

20%

15%

10%

5.0%

.00%

75%

70%

65%

60%

55%

50%

45%

40%

35%

30%

25%

20%

15%

10%

5.0%

.00%

e
/ Y
|

,Qp

Cumulative Bad Rates for 2005 Vintage and CLTV LE9S0

ROMONTORY

m— nsured-Prime (mean: 0.1777 se: 0.0008)

= == = |nsyured-Subprime (mean: 0.3016 se: 0.0031)
1= Piggyback-Prime (mean: 0.3029 se: 0.0013)

= == == Piggyback-Subprime (mean: 0.5265 se: 0.0197)

Months Since Origination

Cumulative Bad Rates for 2005 Vintage and CLTV GT90

m— |nsured-Prime (mean: 0.1754 se: 0.0007)

= == = |nsyured-Subprime (mean: 0.4051 se: 0.0016)
1= Piggyback-Prime (mean: 0.2496 se: 0.0011)

= == = Piggyback-Subprime (mean: 0.4383 se: 0.0187)

Months Since Origination




Cumulative Bad Rate

Cumulative Bad Rate

75%

70%

65%

60%

55%

50%

45%

40%

35%

30%

25%

20%

15%

10%

5.0%

.00%

75%

70%

65%

60%

55%

50%

45%

40%

35%

30%

20%

15%

10%

5.0%

.00%

o
f Y
|

Months Since Origination

=\ PROMONTORY
i
Cumulative Bad Rates for 2006 Vintage and CLTV LE9S0
m— |nsured-Prime (mean: 0.24 se: 0.0009)
= == = |nsyured-Subprime (mean: 0.3189 se: 0.0034)
1= Piggyback-Prime (mean: 0.3924 se: 0.0013)
= == == Piggyback-Subprime (mean: 0.5246 se: 0.0261)
—
72

m—— |nsured-Prime (mean: 0.2073 se: 0.0007)
= = m nsyred-Subprime (mean: 0.4049 se: 0.0016)

1= Piggyback-Prime (mean: 0.3484 se: 0.0011)

= == == Piggyback-Subprime (mean: 0.6094 se: 0.0126)

- = S =




Cumulative Bad Rate

Cumulative Bad Rate

75%

70%

65%

60%

55%

50%

45%

40%

35%

30%

20%

15%

10%

5.0%

.00%

70%

65%

60%

55%

50%

45%

40%

35%

30%

25%

20%

15%

10%

5.0%

.00%

1= Piggyback-Prime (mean: 0.3567 se: 0.0013)

i<
=~ PROMONTORY
TN

Cumulative Bad Rates for 2007 Vintage and CLTV LE90

m— |nsured-Prime (mean: 0.2632 se: 0.0008)

= == = |nsured-Subprime (mean: 0.3781 se: 0.003)
1= Piggyback-Prime (mean: 0.3324 se: 0.0015)

= == == Piggyback-Subprime (mean: 0.5138 se: 0.0276)

Months Since Origination

Cumulative Bad Rates for 2007 Vintage and CLTV GT90

m— |nsurcd Prime (mcan; 0.2589 sc: 0.0008)
= == m= |nsyured-Subprime (mean: 0.4295 se: 0.0014)

= == = Piggyback-Subprime (mean: 0.566 se: 0.0116)

Months Since Origination


















Pigayback/ Insured

Insured

Non-Ins w/ Pigay

Percent

Percent

35

30

25

Combined LTV at Origination

|

f :

,QPROMONTQRY
N 431719
Mean 94
Min 80
Max 105
Std Dev 6

-

- —

K'\—\_

T

|

] 106,814
Mean 94
Min 80
Max 105
Std Dev ]

T T

80 &1

T

T

T

B2 B3 B4 85 B6 BY 88 B9 80 91 92

T T T T

T T T T

Combined LTV at Origination

T

T T T T T

83 84 95 96 47 9B 99 100101 102 103 104 105




Pigayback/ Insured

Insured

Non-Ins w/ Pigay

Percent

Percent

25

20

[~

e

,QPROMONTQRY
FICO Score at Origination
N 431,719
Mean 680
Min 350
Max 900
Std Dev 65
o =
g i
N 106,814
Mean 721
Min 467
Max 888
Std Dev 45

350 375 400

T T T T T T T =) T T T

T

T

T

T

425 450 475 500 525 550 575 600 625 650 675 700 725 750 775 800 825 850 &75 800

FICO Score at Origination













TS

=~ PROMONTORY

f
|

Scaled Schoenfekl residualk as a function of time.

-0

16000 OO

1000

000

€000

400

2000

Rank for Vananle exit

Scaled Schoenfekd residuak as a function of time.

-0

P=p 'suids) g eg=

16000

1000

0ao

400 €000

2000

Rank for Vanaole exit




;

\

=\ PROMONTORY
e S

Scaled Schoernfekl residualk as a function of time.

¢4
£ '
7]
6

g £l

I 1

T ] .

.' 4 . -

g ]

c

=, - ]

5 . = .

)
T T T T T T T T T
C 2000 300C 4C00 <000 6000 7000 ©X00 €000 10000 19000 12000 12000 MI0D 15000 D00 17000 1000

Rk for Maiahle exi-

g

I -1 3

= 0 . i

B s :

el

@,

=

}‘5. -

-0




o

v/

L B e e O L e e

L e e |

T T T

T T T

T

F=p "2uics) poTEn

_ 1
. - F
R E
. . B
|_ - . -
PR S—— F
“|| 3
. — F
B o
s + [
S -
- re— .lI
L4 et— s -
. v oo -
% — r
- - C
u fecsb— - p-
» . e B
. e 55
E—— -
. e r
—
et ”
[N (Y] ¥ w

P=p 'aupds) sEdusun













I~

2\ PROMONTORY
i

4

ciff (sping, a

rate,

Scaled Schoernfekl residualk as a function of time.

o
£
7] -l o
] H Ii phaaf-ts .
¢ ; - syt 2§ HHROE
s ' [} B
-3 NI
bl 2 Shg A H
' L] ]

:l:. ] H H

ey £

"8, {

(]

. » E 8 aii e I ll 4 lllI
T — - T —T——— T
000 20000 20000

Rark for VAarable e

4

oigpay (spline, o

Scaled Schoenfekd residuak as a function of time.

a4
3
ade
»
» . -
" .
1 . "
-2 . ' . -
e . - B . ' .o ¥ i
D | LR | ] L | . &
L : . '
B
-
e e T B S o mo e e L S s e e o e B S s s |
0 10000 20000 000

Rark for Variable exit




,QPROMONTOHY

L -

Scaled Schoenfek residualk as a function of time.

p=p ‘suds) Audeyzp

20000

20000

00

Rark for VArable e

Scaled Schoenfekd residuak as a function of time.

F=p "suyds) ypoTEn

000

2

[vslvy]

Rark for ‘arisble exil




=~ PROMONTORY
N

Scaled Schoenfek residualk as a function of time.

. —
- + m————
. . « soe

. —— .

— —

- ...I|“|.

o ——
———— i 8 ®

|
- . —_—
o e — e

o —) IT

P=p 'auids) SR dwsun

T
20000

I

i
10000

]

Yariable exit

Rark fo-




Exhibit D
Promontory Report -
The Role of Private Mortgage Insurance in the U.S. Housing Finance System
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L. Executive Summary

In the wake of the recent financial crisis, policymakers in the U.S. have begun to reassess the
structure of the U.S. housing finance system and the federal government’s role in supporting the
tlow of capital to the housing sector. Private mortgage insurers (PMIs) rank among the lesser
known yet critical components of the current housing finance system. In order to facilitate
continued discussion of housing finance reform, Genworth Financial has asked Promontory
Financial Group to prepare this report on the role of PMIs in the current U.S. housing finance
system. This document is intended to serve as a detailed reference guide with pertinent commentary

for interested parties seeking current and historical perspective on the role of PMIs.

Characteristics of Private Mortgage Insurance

All other things being equal, the risk of loss from a mortgage loan is higher when the
borrower makes a smaller down payment. Private mortgage insurance (PMI) enables lenders, loan
purchasers, and investors to mitigate default risk on low-down-payment residential mortgages by
transterring a portion of this risk to third-party PMIs, which specialize in managing this risk over the
long term. PMI takes four basic forms: flow insurance, bulk insurance, pool insurance, and
reinsurance.

Flow insurance provides coverage on an individual loan basis (under standard terms set forth
in a master policy) and 1s purchased at the time a loan 1s originated. When a borrower applies for a
mortgage loan to finance more than a certain percentage of the value of the home (i, a high loan-
to-value mortgage), the lender may require that the loan be covered by PMI. ~ While the lender
generally selects the mortgage insurance carrier, it passes the cost of coverage on to the borrower.
The lender (or any party that subsequently purchases the loan) receives the insurance benefit if the
borrower defaults. In bulk transactions, the insurer agrees to provide coverage on each loan in a

larger group of loans that generally have already been originated. These loans may have flow



insurance already (particularly 1if the loans are high loan-to-value), in which case the bulk insurance
provides a second layer of protection for losses not covered by the existing insurance. Pool
insurance involves the insurance of multiple mortgages that are aggregated for purposes of
calculating coverage and claims. Under such an arrangement, the insurer will generally cover all
losses in the pool up to an aggregate limit of losses. PMIs generally issue pool insurance in
connection with mortgage securitizations. Finally, private mortgage reinsurance, in which the
primary insurer passes a portion of the risk to a third-party insurer, has generally been written by

“captive” reinsurers affiliated with lenders.

Utzlsty of Private Mortgage Insurance in the Marketplace

A significant motivation for lenders to seek primary mortgage insurance arises from the loan
purchasing standards of Fannie Mae and Freddie Mac (the GSEs). Under the federal laws governing
the GSEs’ activities, neither entity may purchase a mortgage above 80% loan-to-value (LTV) unless
the lender provides one of several enumerated credit enhancements, of which PMI is the most

common. For so-called “private-label” (i.e., non-GSE) asset-backed securitizations, PMI may

tacilitate favorable credit ratings for issued securities. Finally, banks may desire insurance for loans
held on balance sheet in order to manage their own credit risk exposure in accordance with
supervisory guidance or reduce the amount of regulatory capital that they must hold against high-
LTV mortgages. The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
directs regulators to consider mortgage insurance as one of various risk mitigants that might quality

a loan for exemption from secuntization risk retention requirements. This additional regulatory

recognition may spur additional demand for PMI.



Regulation of Private Mortgage Insurers

Like most insurance companies, PMIs are subject to a state-by-state regulatory regime, and
many states have enacted legislation specifically tailored to mortgage insurance. States limit the
ability of PMIs to take on risk through restrictions such as contingency reserve requirements; capital
requirements; investment restrictions; risk concentration restrictions; and restrictions on engaging in
activities other than mortgage-related insurance. The GSEs provide an additional layer of de facto
regulation. Finally, while federal law generally leaves the prudential regulation of PMIs to the states,
PMIs are subject to certain consumer protection laws, including the Homeowners Protection Act
and the Real Estate Settlement Procedures Act.

In comparing the regulatory framework for PMIs with that of other regulated financial
institutions, PMIs’ contingency reserves—a long-term, countercyclical regulatory capital
requirement—stand out as distinctive. The basic rationale for contingency reserves can be stated
simply: PMIs contend with cyclical volumes of claims that generally stay within certain parameters
but occasionally spike, with potentially catastrophic consequences for the insurer. The contingency
reserve framework addresses this risk by requiring PMIs to keep in reserve 50% of premimums for ten
years, in anticipation of potentially massive defaults. To a large extent, this and other aspects of the
state prudential framework for PMIs reflect lessons learned from the Depression-era collapse of
many institutions that offered PMI. The regulatory framework has been fairly consistent since the
modern PMI industry re-emerged in 1957.

Any assessment of the framework’s effectiveness must identify the episodes of severe
industry stress since 1957 and consider their causes and consequences. Such episodes occurred in
the 1980s and early 1990s and again today. In the 1980s and early 1990s, a combination of rolling
regional recessions, poor economic and housing market conditions, imprudent underwriting

patterns, and—for one carrier—massive exposure to a single failed real estate investment scheme



contributed to significant industry-wide losses. However, of the 14 PMIs in existence in 1980, only
one was unable to fully repay its policyholders. The industry as a whole absorbed its full share of
mortgage losses as expected.

The current U.S. housing downturn represents the most adverse scenario for PMIs since the
Great Depression. While the smallest insurer has been in run-otf mode since July 2008, a recent
credit rating agency report expresses a tentative view that the six rated insurers will be able to pay
future claims in full.'" These six PMIs have been operating at a loss since 2007 but continue to
insure new loans. Current challenges for the industry include competition from the Federal Housing
Administration (FHA) and, 1n some cases, concerns about exceeding capital constraints. The
current housing downturn will provide a rare and valuable benchmark for assessing the adequacy of
PMIs’ reserves and other risk management practices against the needs of the tuture housing finance

system.

Comparison to Other Forms of Mortgage Credit Risk Mitigation

By assuming much of the incremental credit risk associated with high-L'TV mortgages, PMI
promotes the tlow of credit from lenders and investors that might not otherwise have the capacity
or desire to assume this risk. In this way, PMI increases the total amount of private capital available
tor lending to borrowers unable to atford (or unwilling to provide) a 20% down payment. Likewise,
pool-level PMI on securitizations containing lower-L'TV mortgages encourages lending and
investment in these instruments as well. PMI thus promotes homeownership by individuals who
would not otherwise be able to afford it, an objective of U.S. housing finance policy since the New

Deal.

' See Moody’s Investors Service, “US Mortgage Insurance: Developing Outlook,” Industry Outlook
(August 17, 2010).



PMI can be compared with various other forms of credit risk mitigation, including: self-
insurance by lenders; risk assumption by GSEs, bond insurers, or derivatives counterparties; and
government mortgage insurance. From a credit availability standpoint, each of these forms of credit
risk mitigation can support the provision of credit by shouldering default risk. But from an
economic stability perspective, these forms of credit risk mitigation are not equally capable of
bearing the severe tail risk associated with high-LTV mortgages. The following characteristics of
PMIs help them manage the risks involved in their business and can serve as a point of comparison
with other players:

o Contingency reserves. PMIs build contingency reserves during normal times and draw them
down only when losses exceed statutory thresholds or insurance regulators otherwise
authorize reductions.

o Geggraphic diversification. Geographic diversification serves as a bulwark against regional
housing slumps by enabling PMIs to use premiums collected in more stable regions to offset
losses incurred in distressed regions.

o [ ender diversification. Because PMIs insure loans originated by many different lenders, they are
less vulnerable than individual lenders to lender-specific operational or other problems
affecting loan quality.

o  Delayed loss realization. Because the covered loss amount 1s not established and payable until
toreclosure, PMIs can build up reserves as a loan first goes delinquent, while continuing to
generate premiums from other policies to oftset the expected loss.

o Acquaintance with relevant risks. By virtue of their close involvement in underwriting, loss
mitigation, and claims management activities, PMIs are relatively well positioned to

understand the risks assoctated with high-L'TV mortgage loans.



o [ncentives to avord foreclosure. While not a form of institutional risk management per se, a
tinancial institution’s incentives to modity loans or take other measures to avoid foreclosure
impact financial stability. Because PMIs do not generally incur claims obligations unless a
borrower defaults, the interests of PMIs are closely aligned with those of borrowers in this

area.

While certain other financial institutions share some of these characteristics, few or none currently
share all of them.

Among the various alternatives to PMI, government mortgage insurance offers the closest
comparison. FHA and Veterans Administration (VA) mortgage insurance programs in particular
provide significant competition for PMIs. On the most basic level, public and private insurers differ
in that government insurers must adhere to the particular means and ends assigned to them by
legislators, while PMIs primarily serve their shareholders. This points toward a second, equally
basic, difference: obligations of the government insurers are backed by the tull faith and credit of the
United States. 'This has important implications for the role of government insurance in the housing
tinance system. While an explicit federal government guarantee puts taxpayer funds at risk, the
government insurers, particularly the FHA, have special capabilities to continue writing large
volumes of new policies during severe housing recessions. (Government mortgage insurance, or
government reinsurance against catastrophic losses, may have a useful role to play in preserving the
availability of affordable high-LTV mortgages during severe housing downturns. However,
government mortgage insurance can also cause destabilizing imbalances in normal times to the

extent government insurers fail to build sufticient reserves or charge sufticient risk premiums.
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Meanwhile, the House Financial Services Committee and Senate Banking Committee have held
several hearings on housing finance reform this year and plan to hold more.

Private mortgage insurers (PMlIs) rank among the lesser known yet critical components of
the current housing finance system. Since 1957, modern PMIs have assumed credit risk on high
loan-to-value (LTV) residential mortgages, thereby encouraging lenders and investors to provide
credit to borrowers who do not make a full 20% down payment. PMIs now insure the vast majority
of loans over 80% LTV purchased by the GSEs.

The recent housing finance crisis 1s causing policymakers to reevaluate the role of mortgage
insurance in a reconstituted housing finance market. For example, the House Financial Services
Committee held a hearing on the role of private mortgage insurance (PMI) on August 29, 2010. In
order to facilitate continued discussion, Genworth Financial has asked Promontory Financial Group
to prepare this report on the role of PMIs in the current U.S. housing finance system. This
document 1s intended to serve as a detailed reference guide with pertinent observations for
interested parties seeking current and historical perspective on the role of PMIs.

The remainder of this report i1s organized as follows: Section III describes the major types
and features of PMI. Section IV discusses the economic and regulatory factors that encourage the
use of PMI. Section V reviews the major regulatory restrictions to which PMIs are subject, discusses
the rationales for these restrictions, and examines their effectiveness in ensuring long-term industry
resilience. Section VI compares PMI to alternative forms of mortgage credit risk mitigation or
avoidance, specifically: lender avoidance of high-L'TV mortgages, lender self-insurance, GSE

insurance, bond mnsurance, credit derivatives, and government insurance programs.
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of the property, the purpose of the loan, and the structure and interest rate of the loan. PMIs take
into account their internal risk thresholds,'’ as well as the competitive environment, when calibrating
their underwriting criteria. However, because most mortgages on which flow insurance s written
are ultimately sold to the GSEs, both lenders and PMIs have, to varying degrees, deferred to GSE
underwriting standards, particularly after the introduction of GSE automated underwriting systems.
While reliance on the GSE automated underwriting systems facilitated quick and inexpensive
underwriting decistons by lenders and PMIs in recent years, it 1s now generally acknowledged that
the lack of transparency in these systems also obscured relevant risks. Accordingly, PMIs are
unlikely to rely to the same extent on third-party underwriting systems in the foreseeable future.
Once flow insurance has been issued, the insurer cannot revise the premium amount or

other terms during the life of the policy.

Exctent and Duration of Coverage

The mnsurer’s master policy sets forth the terms of insurance. If the borrower becomes
delinquent on the mortgage while the PMI policy is in force, the owner or servicer of the loan must
file a preliminary notice with the insurer. Only upon foreclosure does the owner or servicer
generally submit the final insurance claim. The claim typically includes a percentage of the
outstanding principal and accrued interest on the loan. It also includes various expenses incurred by

the lender during the foreclosure process, such as legal expenses, upkeep of the property, and

" Over time, PMIs’ sophistication in evaluating and pricing the risks associated with individual
loans, as well as porttolio-level risk, has grown. For additional detail on the kinds of risk
management tools employed by modern PMIs, see, for example: Krstin Chen, “The Role of
Mortgage Insurance in Risk Management,” International Journal of Real Estate Finance 1, no. 2 (2000),
10-13; Roger Blood, “Managing Insured Mortgage Risk,” in The Secondary Mortgage Market: Strategies
Sor Surviving and Thriving in Today's Challenging Markets, ed. Jess Lederman (Chicago, Probus, 1992),
635-660; and William H. Lacy, “Risk Management: Key to Success for the 1990s,” in The Secondary
Mortgage Market: Strategies for Surviving and Thriving in Today's Challenging Markets, ed. Jess Lederman
(Chicago, Probus, 1992), 661-678.
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a mortgage. This may occur on a loan-by-loan basis or, more often, through conditional delegations
of authority. For example, the insurer may delegate to the servicer its authorty to approve loan
modifications for borrowers that meet certain criteria. PMIs also contact borrowers directly and
negotiate solutions where the servicer could not, including during periods of intense market stress
when servicers cannot keep up with high call volumes.” PMIs continue to make substantial

investments in operational infrastructure to support their foreclosure prevention efforts.

b. Bulk Insurance

In addition to providing primary insurance at each loan’s origination, PMIs may also provide
it on a bulk basis after origination. In bulk transactions, the insurer agrees to provide coverage on
each loan 1n a larger group of loans that have already been oniginated. These loans may have flow
insurance already (particularly if the loans are high-L'TV), in which case the bulk insurance provides
a second layer of protection for losses not covered by the existing insurance. In a typical bulk
transaction, loan level coverage could extend down to 50% LTV loans. Coverage 1s frequently
subject to a deductible (borne by the lender) and a limit on losses borne by the insurer, both
expressed as a percentage of the total porttolio. For example, on a $100 million portfolio of loans,
the insurer might provide coverage on each loan in the portfolio with an LTV greater or equal to
50%, subject to a 1% ($1 million) deductible and an absolute limit of 5% ($5 million). PMIs
typically underwrite bulk transactions by reviewing sample loans from the group. Insurance
premiums relating to these transactions are paid by lenders, loan purchasers, or investors. Bulk
insurance was most commonly utilized in connection with riskier loans, such as subprime, Alt-A, or
low documentation loans. Accordingly, the prevalence of bulk insurance has declined as the

origination of such loans has declined in recent years.

" As discussed in section VI.b., PMIs sometimes have stronger incentives to avoid borrower default
than lenders or servicers.
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C. Pool Insurance

Pool insurance involves the insurance of multiple mortgages that are aggregated for
purposes of calculating coverage and claims. Under such an arrangement, the insurer will generally
cover all losses in the pool up to an aggregate limit of losses—generally between 5% and 25% of the
original principal balance in the pool.”® As described above, sometimes the insurer will also limit
coverage on each loan, giving the policy characteristics of both bulk insurance and pool insurance.
(This arrangement is known as “modified pool insurance.”) PMIs generally issue pool insurance in

connection with mortgage securitizations. Mortgages in the pool may also have tlow insurance.

d. Traditional Reinsurance

Under a traditional reinsurance arrangement, the primary insurer transfers a portion of its
risk to an independent reinsurer in order to accomplish certain risk management objectives, such as
meeting regulatory capital requirements or decreasing loss exposure. Reinsurers traditionally do not
share substantial common ownership with the primary insurer or the beneficiary of the primary
insurance policy. In the world of PMI, reinsurance arrangements meeting these criteria are not

readily available.

e. Captive Reinsurance

Instead, most private mortgage reinsurance is written by “captive” reinsurers aftiliated with
the lender. The mechanics of captive reinsurance are straightforward. The primary insurer “cedes”
a portion of the periodic insurance premium to the reinsurer in exchange for the reinsurer’s
commitment to share losses. In some cases the reinsurer also pays an upfront fee to the primary

insurer. The reinsurer shares losses on either a “quota share” basis (i.e., pro rata) or an “excess of

' Quintin Johnstone, “Private Mortgage Insurance,” 39 Wake Forest Law Review 783 (winter 2004),
802.
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e Requirements that funds be held in trust and that books be cross-collateralized.”

In the years immediately preceding the recent financial crisis, strong loan performance meant
that PMIs recetved little actual loss coverage from captive reinsurance arrangements. But the
reinsurance landscape has changed signiticantly since the mortgage crisis began. PMIs have recently
realized material recoveries from captive reinsurance, drawing on (and sometimes exhausting) trusts
containing years of premium reserves accumulated by the captives. In consequence, many captive
reinsurers are now in run-off mode, and the use of captive reinsurance has fallen precipitously. It 1s

unclear whether and under what conditions the captive reinsurance market will revive.

* These contractual requirements are generally incorporated into GSE eligibility guidelines. See
Freddie Mac Private Mortgage Insurer Eligibility Requirements, Section 707; Fannie Mae Qualified
Mortgage Insurer Approval Requirements, Section 7(E).
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IV. Utility of Private Mortgage Insurance in the Marketplace

This section describes the principal reasons why mortgage lenders, purchasers, and investors
seek mortgage insurance. The reasons differ depending on whether the lender intends to sell the
loan and to whom, but regulatory requirements often play a major role. New risk-retention
regulations to be written by federal financial regulators under the Dodd-Frank Act may provide

additional inducement for market participants to seek PMI.

a. GSE Requirements

The most significant motivation for lenders to seek primary mortgage insurance arises from
GSE loan purchasing standards. Under the federal laws governing the GSEs’ activities, neither
entity may purchase a high-I'TV mortgage not insured by the government unless one of three

conditions 1s met:

(1) The seller retains at least a 10% participation in the loan;
(2) The seller agrees to repurchase or replace the loan in the event of default; or
(3) The portion of the unpaid principal balance above 80% is insured by a qualified mortgage

insurer, as defined by the GSE.”

Of these three options, sellers generally choose the third (mortgage insurance) because the others
involve seller retention of risk on sold loans (with attendant regulatory capital consequences for
banks). The particular level of PMI coverage required by the GSEs depends on the LTV of the
loan. With the exception of 15- and 20-year fixed-rate mortgages, Freddie Mac typically requires the

tollowing mortgage insurance coverage:

e 12% coverage for L'TVs greater than 80% but less than or equal to 85%;

#12 US.C. §§ 1717(b)(5)(C) (Fannie Mae), 1454(2)(2) (Freddie Mac).
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the-board mortgage insurance requirement on high-LTV loan purchases, the GSEs reduce lender

opportunities to withhold the strongest credits (and related premium income) from insurers.”

b. Purchaser and Investor Preferences

The risk tolerances of non-GSE purchasers or investors can also lead lenders or securitizers
to seek PMI, including both primary and pool-level msurance. By reducing the risk profile of
mortgage-backed securities (MBS), PMI can increase the transferability of mortgage assets in the
secondary market—including both high-L'TV mortgages and lower-LTV mortgages. Historically,
PMI accomplished this in significant part by facilitating favorable credit ratings for securitized loan
portfolios. According to a recent securities analyst report, about 4% of all outstanding private label
securitizations (by volume) have PMI coverage.”

However, because the recent financial crisis has led to ratings downgrades of the PMIs
themselves, the ability of PMIs to deliver credit rating enhancements for securitizations has been
compromised in the short term. In addition, large numbers of insurance rescissions are causing
both rating agencies and investors to anticipate reduced cash tlows from existing PMI coverage.
PMIs may rescind coverage for fraud or misrepresentation, failure of the lender to follow prescribed
underwriting guidelines, or missing documentation in the loan file.” Rescission rates of 20%-25%
have been common in recent quarters, compared with long term historical rates of 5%-10%."

These elevated rates appear to reflect the signiticant levels of lender fraud and misrepresentation

* In contrast, PMIs operating in Canada do not face significant adverse selection issues, since
Canadian law requires that all mortgages with L'TVs greater or equal to 80% be insured.

» Ambherst Securities Group LP, “PMI in Non-Agency Securitizations,” Ambherst Mortgage Insight (July
16, 2010), 1. Within this universe, PMI coverage of option ARMs 1s especially high, at over 8% of
outstanding balances. While a small part of the private label securitization market overall, PMI
coverage has played a major role in many individual securitizations. Ibid., 2, 11.

% See Amherst Securities Group, “PMI in Non-Agency Securitizations,” 3, 12.

' See Moody’s Investors Service, “US Mortgage Insurers’ [sic|] Remain Weakly Capitalized,” Specia/
Comment (August 17, 2010), 6.
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residential mortgage” must be defined by the agencies, “taking into consideration underwriting and
product features that historical loan performance data indicate result in a lower risk of default.” As
an example of such a product feature, the legislaon mentions “mortgage guarantee insurance or
other types of insurance or credit enhancement obtained at the time of ongination, to the extent
such insurance or credit enhancement reduces risk of default.”

While the full implications of section 941 for PMIs will not be known until the agencies
promulgate implementing regulations, mortgage insurance may play an mmportant role in the
delineation of qualified residential mortgages. If so, securnitizers and originators could have strong
incentives to secure PMI as an alternative to mandatory risk retention. Such incentives could
significantly bolster the PMI industry’s strategic position in the marketplace not only by increasing
new business, but also by reducing potential adverse selection; any regulatory incentive to insure
broad categories of mortgage loans reduces the likelthood that securitizers and originators will direct

only their worst credits toward the PMIs.
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V. Regulation of Private Mortgage Insurers

PMIs are subject to a regulatory regime specifically tailored for mortgage insurance. While
tederal law imposes certain consumer protection requirements, it leaves the prudential regulation of
PMIs to the states. This section begins with a briet overview of the major categories of regulatory
restrictions imposed on PMIs. It then considers the rationale for these restrictions, with particular
emphasis on the historical justification for PMI contingency reserves. Last, this section considers
the extent to which the regulatory tframework has tunctioned eftectively during the past two housing

cycles.

a. Regulatory Framework

The regulation of PMIs for risk and solvency occurs on the state level. While some of the
details vary by state, the types of restrictions are relatively uniform.” In addition, because various
states apply their restrictions extraterritorially to the insurer’s consolidated operations throughout
the U.S., the stricter state laws often govern the nationwide operations of PMIs in practice.

Standard restrictions include the following;

o Reserve Reguirements. PMIs must maintain several types of reserves:

(1) “Contingency reserves” provide for major losses that might be incurred in a housing
recession. PMIs must retain 50% of net earned premiums, as defined by state
insurance laws, in a contingency reserve. The funds cannot be released for 10 years
unless the insurer experiences high losses during a given year (typically 35% of
premiums or more), in which case the insurer temporarily draws down the reserve to
pay claims. State regulators may also authorize special releases from contingency

reserves. The contingency reserve requirement is designed to prevent insurers from

* See generally Johnstone, “Private Mortgage Insurance,” 808-818.
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declaring excessive dividends or otherwise dissipating reserves that might be needed
to pay claims in a highly adverse loss scenario.

(2) “Loss reserves” (sometimes referred to as “case basis loss reserves”) cover against
expected claims in the short term. Loss reserves must equal expected losses on
delinquent loans of which the insurer is aware, as well as delinquent loans of which
the insurer might not yet be aware.

<

(3) Finally, insurers must maintain “unearned premium reserves” in the amount of any

premiums paid before the coverage period.

o Capital Reguirements. PMIs must generally maintain risk-to-capital ratios not exceeding 25 to
1. Through much of the credit cycle, this requirement has little or no practical effect,
because the contingency reserve requirement translates into a stricter risk-to-capital ratio.
Certain requirements imposed by the GSEs and, indirectly, by the rating agencies may also
translate into stricter standards."” However, the risk-to-capital ratio can assume heightened
importance in adverse loss scenarios, including the 1980s and currently. Most state
regulators are authorized to exercise discretion in administering the capital requirements,
including through temporary waivers. Such forbearance enables capital-constrained nsurers
to generate additional revenue from new business. Otherwise, an insurer exceeding the
maximum risk-to-capital ratio would be precluded from doing so.

o [Investment. Restrictions. State insurance regulators also restrict the ways in which PMIs may

invest their reserves, including limitations on the amount of investments in any particular

security. While PMIs are generally free to invest in a wide range of instruments, including

" See Dwight Jaffee, “Monoline Restrictions, With Applications to Mortgage Insurance and Title
Insurance,” Review of Industrial Organigation 28, no. 2 (2006): 91. In the years leading up to the recent
tinancial crisis, PMI capital ratios in the high single-digits were commonplace.
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While federal law generally leaves the prudential regulation of PMIs to the states, the
Homeowners Protection Act and the Real Estate Settlement Procedures Act (RESPA) impose
certain consumer protections. The RESPA provisions relating to PMI are intended to, among other
things, foster price competition among PMIs by broadly prohibiting them from paying kickbacks to

lenders.”

The Homeowners Protection Act generally requires automatic termination of PMI on
single-family, owner-occupied homes (except for certain “high risk” mortgages) when the borrower
acquires 22% equity in the home and gives the borrower the right to demand cancellation at 20%
equity. Lenders must provide borrowers with initial and annual disclosures to this effect. These

provisions aim to ensure that borrowers do not continue to pay PMI premiums for longer than

necessary.

b. Rationale for State Prudential Framework

Several of the above-mentioned prudential restrictions resemble similar restrictions imposed
on other financial institutions. Banks, for example, face formal and informal concentration
restrictions, capital requirements, and permissible activities restrictions. But in comparing the
restrictions imposed on PMIs with those imposed on other regulated financial institutions, PMIs’
contingency reserves stand out as distinctive. No other type of financial institution 1s subject to
more stringent reserve requirements than PMIs, and contingency reserves might be viewed as the
centerpiece of these requirements.

The basic rationale for contingency reserves can be stated simply. To a greater extent than
other insurers, PMIs contend with cyclical volumes of claims that generally peak quite infrequently
but with potentially catastrophic consequences for the insurer. From an actuarial perspective, PMI

porttolios are difficult to diversify, since the events they insure against—housing defaults—tend to

* See Johnstone, “Private Mortgage Insurance,” 818-822.
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occur in waves. The contingency reserve framework addresses this reality by requiring PMIs to

accumulate large reserves in anticipation of massive defaults.

Early History of PMI

A working knowledge of the history of PMI in the U.S. is essential to fully appreciate the
cyclical nature of PMI and the role of prudential regulation in managing the associated risks. As one
scholar of PMI regulation has observed, “[i]t was not ever thus, and each restraint represents
experience acquired at great cost.”® In a nutshell, the original business of mortgage insurance arose
as an essentially unregulated appendage to the title insurance industry in New York State in the late
19™ century, grew to substantial scale by the 1920s, and totally collapsed during the Great
Depression. The governor of New York commissioned a post-mortem report on the industry,
which was submitted by George Alger in 1934.” The “Alger Report” remains the definitive early
history of PMI. And while its thoughttul recommendations for regulating PMIs were disregarded at
the time (New York State opted to outlaw PMI in 1938), they became the foundation for state
regulation of PMIs when the industry finally re-emerged in 1957.

As the Alger Report describes, a handful of companies in New York State began issuing
insurance against mortgage defaults as early as the late 1880s and early 1890s. Their authorty to
conduct this business apparently derived from a musinterpretation of an 1885 statute governing the
permissible activittes of title insurers. However, in 1904 New York law was amended to convey
explicit authority under the title insurance statute for licensed companies to guarantee mortgages, as

well as bonds. At first the authority to insure mortgages extended only to loans originated and

*' Graaskamp, “Development and Structure of Mortgage Loan Guarantee Insurance in the United
States,” 48.

*2 Report to his Excellency Herbert H. Lehman, Governor of the State of New York, by George W.
Alger, Appointed under the Executive Law to Examine and Investigate the Management and Affairs
of the Insurance Department with Respect to the Operation, Conduct, and Management of Title
and Mortgage Guarantee Corporations under its Supervision (New York, 1934).
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owned by third parties. But in 1911 New York began to permit these companies to originate,
purchase, and sell mortgages (and to insure the same against default and/or title defects).

By 1930, 50 companies were licensed by the New York Insurance Department to operate as
PMIs.*® Most also offered ftitle insurance. These companies sold both individual loans and loan
pools to investors, with guarantees of interest and principal. They generally retained servicing
responsibilities on these loans and deducted their servicing and insurance premmums from the
mortgage payments before passing the remainder on to the investors. (Mortgage securitization, as it
1s called now, had already been around for some time.) The New York PMIs were primarily in the
business of selling mortgages to investors and, as far as Alger could determine, lacked any actuarial
basis for calculating premmums. (For example, their fee invoices to investors generally did not
distinguish between insurance premiums and servicing fees.) Alger thus believed that they were “in
no true sense” insurance companies but, rather, nvestment companies.

The New York PMIs remained lightly regulated despite their significant role in the housing
finance system. New York law required title and mortgage insurers to maintain a reserve fund set at
two-thirds of paid-in capital. This fraction bore no necessary relation to the size of a company’s
insurance portfolio; a company could grow through retained earnings to many times its original size
without supplementing its reserve fund. In addition, the entirety of this fund could be (and for
many firms was) invested in mortgages, meaning that the insurer would suffer its most severe
investment losses precisely when its claims obligations were highest. To the extent an insurer
needed to draw on its reserve fund, it could not issue new policies until the fund was replenished.
However, New York abolished this latter restriction in 1929, a move that might have made a

difference to PMIs that adhered to the statutory reserve requirement in the first place; Alger

% During this same period the New York Banking Department also licensed mortgage insurers.
Such companies fell outside the scope of Alger’s investigation.
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reported that most did not. New York did impose one impressive-sounding prudential requirement:
PMIs could not insure mortgages over 66.67% LTV.** However, lax appraisal standards and
declining property values limited the effectiveness of this restriction. PMIs were also prohibited
from insuring a single mortgage greater than 10% of their capital and surplus.”

New York PMIs prospered during the postwar period until the Great Depression. But with
such small reserves, they could not survive the wave of defaults that ensued. In August 1933, the
New York Insurance Department took over 18 insurers, representing most of the industry, for
rehabilitation or liquidation. These companies never re-opened, and in 1938 New York made PMI
illegal.

The disastrous early experience of the PMI industry revealed in dramatic tashion the extent
to which PMIs are exposed to long tail events in the housing market. In normal times, PMIs
expertence losses that are minimal both in frequency and magnitude. But during those rare periods
when homeowner defaults spike and collateral values plummet, PMIs must pay out massively. This
eatly episode also showed the danger of permitting lightly regulated entities to engage in the business
of PMI without liquid reserves commensurate with the risk they assumed. In this spirit, Alger
concludes his report with his own recommendations for industry reform. He places special
emphasis on one recommendation in particular: that New York adopt a maximum risk-to-capital

: . . - : 56
ratio “adequate to insure against another major depression.”

** As originally written in 1913, this restriction applied to mortgages sold by the insurer. In 1929 it
was extended to insurance on mortgages sold by third parties.

% Although New York was the epicenter of the PMI industry, other states also licensed PMIs. The
Alger Report describes the regulatory environment in these other states as similarly lax, with the
notable exceptions of California and Oregon. Both states imposed a 20-to-1 risk-to-capital standard.

% Alger further expressed his preference for a ratio not exceeding 10 to 1. California’s then-existing
20-to-1 ratio, he observed, had proved inadequate. Another notable recommendation contained in
the report was to restrict PMIs’ affiliations with other companies. The report describes numerous
examples of: PMIs influencing captive or otherwise affiliated banks to accept imprudent risks; banks
and nonbanks influencing captive or otherwise aftfiliated PMIs to accept imprudent risks; affiliated
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success gave rise to an additional 11 (smaller) PMI competitors by 1964.

Unlike their predecessors several decades earlier, which were essentially mortgage sellers
offering ancillary guarantees, the new PMIs were licensed as monoline insurers.” The spirit, if not
the letter, of Alger’s recommendations informed the new PMI statutes created by several states to
regulate these new entities.”" The earliest comprehensive statutes required contingency reserves in
the amount of 50% of annual earned premiums, to be withdrawn only after 15 years, unless loss
rates necessitated otherwise. Risk-to-capital ratios were set at 25 to 1. Loss reserves and unearned
premium reserves were also required. Two early statutes (California and Illinois) restricted
permissible coverage to 20% of outstanding loan balance (capped in California at 80% of actual loss,
which factored in recovery on the collateral). According to one thorough study of the era, this
“serve[d] to divide the risk between insurer and lender, creating an incentive for each to act
prudently in evaluating loan applications.”® These two states also imposed a concentration limit of
10% of policyholders surplus. In short, while the calibration of certain standards has evolved on the
margins, the basic legal tframework created around 1960 to protect against the insolvency of PMIs

remains in force today.

® On the economic justification for imposing monoline requirements on title and mortgage insurers,
see Jaftee, “Monoline Restrictions, With Applications to Mortgage Insurance and Title Insurance.”

" Interestingly, some of the more comprehensive state statutes closely resembled model language
proposed by the industry itselt. See Rapkin et al., The Private Insurance of Home Mortgages: a Study of the
Mortgage Guaranty Insurance Corporation, 34.

% 1bid., 35. It is not clear where the 20% figure came from, if not the actual practices of MGIC at
the time. As mentioned in section IIL.a., modern reinsurance arrangements have rendered such
restrictions (now set somewhat higher at 25%-30%) largely irrelevant. But in practice, lenders
generally retain material risk under modern PMI policies due to contractual coverage limits and
captive reinsurance arrangements.

35





http://research.stlouisfed.com/publications/review/06/09/Wheelock.pdf
http://www.fdic.gov/bank/analytical/fyi/2005/050205fyi.html



http://www.soa.org/library/monographs/finance/housing-wealth/2009/september/mono-2009-

These factors yielded about eight consecutive years of industry losses from the early 1980s
until 1990,” as well as considerable industry restructuring. Of the 14 PMIs in existence in 1980,
only one (Ticor) was unable to fully repay its policyholders. Another, Pamico Mortgage Insurance
Company, was ordered by its regulator to cease new policy issuances in the mid-1980s but ultimately
paid its claims in full. Two other PMIs, Verex Assurance Inc. and Investors Mortgage Insurance
Company, entered voluntary run-off when their parent companies declined to contribute additional
capital. Meanwhile, a series of acquisitions by GE Capital Mortgage Insurance (now Genworth
Financial) and Commonwealth Mortgage Assurance Company (now Radian Guaranty Inc.)
contributed to further consolidation.  Finally, two new players, Triad Guaranty Insurance
Corporation and Amerin Guarantee Corporation, entered the industry in 1988 and 1993,
respectively. By 1994 the industry was comprised of 9 companies.”

The industry’s experience in the 1980s and early 1990s 1s enlightening in several respects.
First, it illustrates the importance of strong underwriting and risk management to the long term
health of PMIs. Like other players in the housing finance system, PMIs face competitive pressures
that, at times, can lead them to under-price (or assume excessive) risk. Virtually no amount of
reserving will fully immunize PMIs from imprudent risk taking. Yet, in spite of an industry-wide
detertoration of underwriting quality in the early 1980s, the industry as a whole successtully met its
claims obligations, paying out over $6 billion during this decade and another $8 billion in the 1990s.
While economic conditions in the 1980s and early 1990s may not represent a sufticiently rigorous
test of industry resilience——certainly these conditions fall short of the national Depression-level

scenario that George Alger would have expected modern PMIs to survive—this era nevertheless

% See Blood, “Managing Insured Mortgage Risk,” 636.

® See Herzog, “History of Mortgage Finance With an Emphasis on Mortgage Insurance,” 33-38.
Our discussion of industry developments in this paragraph also draws from discussions with
industry participants.
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provides a useful benchmark. At a minimum, it seems to show that the industry can withstand a
period of prolonged regional housing depreciation and elevated foreclosure levels at a time when
industry underwriting standards are somewhat lax. With one relatively minor exception (Ticor), the
PMI industry performed as expected by absorbing its full share of mortgage losses in the 1980s and
early 1990s. And despite the above-mentioned entry, exit, and consolidation of various industry
players during these years, existing policyholders experienced little disruption.

This era also illustrates the difference between an insurer’s solvency and its willingness or
capacity to write new business. As the risk-to-capital ratios of certain PMIs approached regulatory
limits in the mid-1980s, two mnsurers were forced by regulators into run-ott mode, and two others
elected to cease i1ssuance of new policies. With the exception of Ticor, these insurers paid their
claims in full (and, as noted above, the remaining insurers cooperated in covering some of Ticor’s
obligations as well). This raises the question whether solvency is the best metric for evaluating the
effectiveness of the state prudential framework, or whether capacity to continue writing steady
volumes of new insurance through a housing downturn (with or without regulatory capital
torbearance by supervisors) should be expected.

The answer may depend on the severity and duration of the downturn. While policy-writing
capacity under stress is a desirable countercyclical mechanism, it comes at a cost. Contingency
reserves are designed to ensure solvency in highly adverse scenarios. When these scenarios
materialize, PMIs become capital constrained and must reduce the pace of new policy issuance.
Otherwise, the insurer exposes itself to a serious risk of insolvency in the event the economy
worsens even further—a possibility that other market participants do not permit PMIs to ignore. As
capital increases, new business can increase accordingly. For PMIs to maintain constant policy-
1ssuing capacity through the cycle without becoming capital constrained, they would need to amass

sufficient reserves to withstand a more severe downturn. Only then could they continue to write
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valuable benchmark for assessing the adequacy of PMIs’ reserves and other risk management

practices in the future.
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VI.  Comparison to Other Forms of Mortgage Credit Risk Mitigation

By assuming much of the credit risk associated with high-LTV mortgages, PMI promotes
the flow of credit from lenders and investors that might not otherwise have the capacity or desire to
assume this risk. In this way, PMI increases the total amount of private capital available for lending
to borrowers unable to afford, or unwilling to provide, a 20% down payment. Likewise, pool-level
PMI on securitizations containing lower-LTV mortgages encourages lending and investment in these
instruments as well. Much of the modern secondary mortgage market has been made possible by
various forms of credit risk mitigation, including GSE guarantees, PMI, government mortgage
insurance, and structural credit enhancements on private label securitizations.

This section compares PMI to other forms of credit risk mitigation and avoidance, with
particular attention to the comparative advantages of each alternative in supporting credit availability

and economiuc stability. The principal alternatives include:

e Avoidance of high-LTV lending;
e Self-insurance by lenders;
¢ Risk assumption by GSEs, bond insurers, or derivatives counterparties; and

e (Government mortgage insurance.

In comparing these other forms of credit risk mitigation and avoidance with PMI, this section
attempts to distinguish between “inherent” ditferences and “contingent” ditterences. The purpose
of this distinction is to separate the necessary or fundamental features of various alternatives from
the features that they merely happen to display at the moment, often due to regulatory requirements
or similar mstitutional considerations. Doing so makes it easier to see the range of plausible options

tor reducing or distributing high-LTV mortgage default risk in the housing finance system.
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a. Avoidance of High-L'TV Lending

The recent spike in mortgage defaults across the country has increased public awareness that
loose underwriting practices (eg., “no-doc” loans) and unconventional payment terms (eg., option
ARMSs) pose serious risks to both lenders/investors and borrowers. In a more general sense, all
agree that excessive credit availability contributed to the recent financial crists and that lenders must
refocus on “responsible” lending. Many view some level of borrower down payment as a
component of responsible lending. On a functional level, down payments protect credit providers
by decreasing borrower incentives to “walk away” from a depreciating home and by mitigating
losses in the event of default. As noted in section IIL, high-LTV loans generally carry a higher
likelthood of default and higher losses-given-default compared with other loans.

However, there 1s a difference between responsible credit and risk-free credit. Mortgage
lenders have originated large volumes of high-L'TV loans for many decades, and the vast majority of
these loans have performed well. Critics might legitimately question whether the risks assoctated
with an extremely high-LTV loan—say, 100% LTV—are reasonable. Indeed, PMIs generally will
not underwrite insurance on such “extreme” high-I'TV loans. But while reasonable people will
ditfer in defining the absolute lowest level of down payment that lenders should require from certain
borrowers, tew would suggest that the risks assoctated with high-L'TV lending outweigh the rewards
in general.

In part this reflects the significance of the rewards. A broad policy consensus dating back to
the New Deal has favored promotion of atfordable homeownership in the U.S. This consensus is
premised on the benefits of homeownership to individual homeowners and the local community.
For the individual homeowner, monthly mortgage payments represent a forced savings vehicle, with
the potential to build significant wealth over the long term due to the leveraged nature of the

investment. For the larger society, homeownership is understood to increase civic engagement,
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since homeowners have a vested interest in the quality of local schools, infrastructure, and other
aspects of the community that renters may lack. While the nisks to the taxpayers of a housing
finance system backed by implicit or explicit government guarantees have come under serious
scrutiny in recent times, broad support for homeownership as a social good persists.

It 1s beyond question that the availability of high-LTV mortgage credit has expanded
opportunities for homeownership. For some potential borrowers, the unavailability of high-L'TV
mortgages would only delay homeownership for a brief period, but for others it would delay
homeownership for many years or perhaps indefinitely. In relation to median home prices in many
U.S. cities today, a full 20% down payment, plus closing costs and applicable reserve and escrow
requirements, equates to an impressive sum for would-be purchasers of all ages.

The policy argument in favor of responsible high-L'TV lending also rests on the premise that
the associated risks, both to individual lenders and the larger financial system, can be managed. This
is where a properly functioning PMI industry can play a critical role. As monoline financial
institutions whose primary focus is understanding, pricing, and holding capital against high-LTV
mortgage default risk, PMIs provide a mechanism to increase the nisk-absorbing capacity of the
housing finance system. Absent such a mechanism, the willingness and capacity of modern lenders

to originate high-L'TV mortgages would almost certainly decline.

b. Risk Retention or Assumption by Other Financial Institutions

Various other players in the private sector currently retain or assume high-L'TV mortgage
default risk to some degree. These players include mortgage lenders, GSEs, monoline bond
insurers, and institutional derivatives counterparties. From a credit availability standpoint, any party
that shoulders default risk plays an important role in supporting the provision of credit. But from
an economic stability perspective, all parties are not equally capable of bearing the severe tail risk

associated with high-L'TV mortgages. The recent financial crisis has illustrated that willingness to
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assume risk does not always correlate with capacity to assume risk, and large disparities of this sort

can pose systemic risks for the housing finance system and larger economy.

The tollowing characteristics of PMIs, some discussed already, help them manage the risks

involved in their business and can serve as a point of comparison with other players:

Contingency reserves. As discussed in section V, PMIs maintain contingency reserves designed
to absorb heavy losses in a severe housing downturn. PMIs build these reserves during
normal times and draw them down only when losses exceed statutory thresholds or
otherwise prompt insurance regulators to authorize reductions.

Geographic diversification.  All existing PMIs operate nationally (and some internationally).
Geographic diversification serves as a bulwark against regional housing slumps by enabling
PMIs to use excess premiums collected in stable regions to offset losses incurred in
distressed regions. While PMIs are not required to operate nationwide (and in this sense
their geographic diversification may be contingent), this appears to be an enduring feature of
the industry.

Lender diversification. Because PMIs 1nsure loans originated by many different lenders,
unforeseen weaknesses in the quality of loans originated by a small number of lenders—
whether due to undetected operational or other problems at these lenders—pose smaller
risks to PMIs than they do to individual lenders that selt-insure.

Delayed loss realization. PMIs enjoy a structural advantage in managing the timing of losses.
Because PMIs’ claims obligations do not arise until after foreclosure—a process drawn out
over many months and, in some cases, years—they have extra time to provision against
delinquent loans and other expected losses (eg., by increasing required loss reserves) and to

generate earnings from new business in the meantime.
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Acquaintance with relevant risks. As discussed in section 111, PMIs often delegate their day-to-
day review underwriting functions to lenders. However, the insurer controls its own
underwriting criteria and monitors lenders’ adherence to these criteria. The insurer also
engages at the loan level in loss mitigation efforts and claims management. All of these
activities assist PMIs in understanding the risks associated with high-L'TV mortgage loans.

Incentives to avoid foreclosure. While not a form of institutional risk management per se, a
tinancial institution’s incentives to modity loans or take other measures to avoid foreclosure
impact financial stability. The Obama Administration’s active sponsorship of sustainable
loan modification programs illustrates the important role of foreclosure avoidance measures
in stabilizing a stressed housing market: foreclosures contribute to excess housing supply,
which further depresses property values. Foreclosure avoidance also impacts the interests of
troubled borrowers, for whom the consequences of foreclosure can be devastating. In this
area, the interests of PMIs are closely aligned with those ot borrowers. Like all insurance
companties, PMIs seek to avoid paying claims if the policy entitles them to avoid it, and this

often means finding a way to avoid foreclosure.

The discussion that follows considers the extent to which other players share these characteristics.

L enders

Mortgage originators currently bear risk on both insured and uninsured high-L'TV mortgages

that they retain on balance sheet. They also retain risk on first- and second-lien mortgages that they

sell and/or securitize, often through structural credit enhancements such as retained securitization
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interests and overcollateralization.”” To some extent risk retention, or self-insurance, is an
appropriate role for originators, since they are best positioned to evaluate the borrower’s
creditworthiness and the various local factors that contribute to loan quality. But in other respects,
the lender may have limited capacity to manage default risk. Some lenders operate nationwide, but
others operate only in one region or community. Geographically concentrated lenders may have
difficulty mitigating exposure to local economic conditions. In addition, an individual lender’s
concentration in its own loans renders it more susceptible to idiosyncratic operational or other risk-
management failures aftfecting loan quality than PMIs or other players that aggregate lender risks.
Furthermore, lenders of all sizes cannot match PMIs’ flexibility in managing the timing of losses.
Lenders rely on borrower payment streams to maintain liquidity and account for losses when
“incurred.” Thus, unanticipated levels of delinquencies impact their businesses immediately.

From a prudential perspective, non-bank lenders are not subject to capital requirements and
could, therefore, pose significant risks to the financial system if they became major repositories for
high-L'TV mortgage credit risk. In contrast, federally regulated lenders are subject to regulatory
capital requirements, but these requirements do not operate in the same way as PMIs’ contingency
reserves. Bank capital requirements are formulated as ratios of capital to risk-weighted assets—
essentially a much more sophisticated version of PMIs’ risk-to-capital ratios. Unlike contingency
reserves, these requirements do not result in massive reserve accumulations in good times. While
the BCBS has recently proposed a framework of countercyclical capital butfers that will increase the
banking system’s resilience during economic downturns, these buffers simply adjust the required
capital ratios through the economic cycle and do not represent a fundamental rethinking of risk-

based capital regulation. On the other hand, the current design of bank capital regimes 1s a

% Overcollateralization describes the practice of 1ssuing MBS with an aggregate face value lower than
the face value of the associated mortgage collateral. Depending on the performance of the
collateral, some or all of the overcollateralization amount may be released back to the issuer.
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contingent feature of banks; these regimes could be revised it for whatever reason policymakers
and/or regulators desired to shift more high-LTV mortgage credit risk to bank balance sheets. But
without major changes to the current prudential framework, PMIs’ system of contingency reserves
appears to leave them significantly better equipped to manage the long term catastrophic risk
associated with high-L'TV mortgage lending.

From a foreclosure prevention perspective, lender incentives vary. With respect to first-lien
mortgages held on balance sheet, lenders have strong incentives to maximize the net present value
(NPV)™ of their loans through modifications and other mitigation measures.” This incentive is
actually weakened by the presence of PMI, since insurance reduces the lender’s potential loss-given-
toreclosure. (This 1s one reason why PMIs play such an active role in loss mitigation.) Alternatively,
where the lender sells its loans into the secondary market and assumes the role of servicer, its
incentives become more complicated. Specifically, while investors can contractually permit the
lender to modity loans in ways that maximize the NPV of a loan portfolio, the servicer may perceive
a greater risk of investor lawsuits 1if it 1s aggressive in moditying loans than if it errs on the side of
inaction. Institutions that service first-lien mortgages while retaining related second-lien mortgages
on balance sheet may have even stronger incentives to abstain from modifications.*® Thus, while
PMIs’ overall contribution to foreclosure prevention incentives in the portfolio lending context
seems mixed, they may have a more straightforwardly positive role to play in preventing foreclosures

on securitized mortgages.

* A modification increases a loan’s NPV where the expected value of future principal and interest
(adjusted to retlect the likelthood of re-default) exceeds the lender’s net proceeds from immediate
foreclosure. In some cases, immediate foreclosure maximizes NPV,

% In the context of piggyback loans, however, lenders often have strong incentives to resist
modifications, since second-lien holders generally have less invested in the loan and, therefore, less
room to make concessions to the borrower before impairing their own NPV.

8 See infra n.85.
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GSEs

While GSEs are prohibited by law from fully bearing the additional default risk assoctated
with high-L'TV mortgages, they share certain inherent characteristics with PMIs. Their duopoly
status gives them a geographically diverse risk portfolio, albeit one limited to the U.S., and they are
also diversified by lender. They have significant underwriting experience and generally conservative
underwriting practices. While lenders originate loans purchased by the GSEs, the latter set the
underwriting criterta and have mechanisms for monitoring compliance with those criteria. Their
role in the current housing finance system and their influence over lenders and servicers enables
them to monitor loan performance and influence mitigation efforts. As guarantors of MBS, the
GSEs have strong incentives to favor loss mitigation outcomes that maximize NPV if left to their
own devices. One might expect them to manifest a bias in favor of foreclosure prevention while
under government conservatorship. Both enterprises have implemented the federal Home
Affordable Modification Program (HAMP), which provides financial incentives for
lenders/investors and servicers to avoid foreclosure. All servicers of mortgages owned or
guaranteed by the GSEs must participate in the HAMP.

Nevertheless, there are impediments to GSE-assumption of this default risk. Unlike PMIs,
the GSEs lack flexibility in managing the timing of losses, since they must make timely payments to
investors whether or not the loans are performing, and because, like lenders, they account for losses
when “incurred.” They also lack a countercyclical reserve such as the PMI contingency reserve,
although, as with federally regulated lenders, this is a contingent difference that could be remedied.
But perhaps most significantly, the GSE duopoly already serves as the repository of most credit
default risk in the U.S. housing market. Adding more default risk on high-LTV mortgages would

turther concentrate risk in entities whose highly publicized failures necessitated a substantial
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investors and credit rating agencies assumed to approach a “zero underwriting loss” business model.
During the recent credit bubble, however, the bond insurers ventured from their monoline roots
and began to guarantee other classes of securities backed by nskier underlying assets, such as
subprime mortgages.”!

Yet the bond insurers did not appear to adjust their pricing and level of due diligence on the
underlying assets to fully reflect the shift in risk. Bond insurers’ credit ratings began to slip with the
tirst sign of the housing market collapse, as credit rating agencies realized that bond insurers did not,
in fact, have a near “zero underwriting loss” business model and ratcheted up capital levels necessary
to maintain triple-A ratings. Since that time, credit ratings have continued to deteriorate. Many
bond insurers are now in run-oft mode, due both to capital constraints and their mability to attract
business without strong credit ratings.” Others have opted to split their less risky municipal bond
insurance businesses from their remaining financial guarantee businesses.” The New York State
Insurance Department has also taken steps to increase capital requirements for bond insurers and to
improve underwriting and risk management standards.” The suitability of bond insurers to shoulder
high-L'TV mortgage default risk in future secondary market transactions will depend partly on the
results of these reform etforts.

Finally, similar to the GSEs, the bond insurers do not enjoy the benefits of delayed loss

realization.

' In addition to direct guarantees, bond insurers created minimally-capitalized special purpose
vehicles that entered into credit default swaps with counterparties that were themselves backed by
the bond insurers. See ibid. Issues associated with credit default swaps are discussed more fully
below.

” See, ¢,2., Ambac Financial Group, Inc. 2009 Form 10-K, 59-60.
” See, e,0, MBIA Inc. 2009 Form 10-K, 49.

" See NY State Insurance Dept. Circular Letter No. 19 (2008), “Best Practices for financial guaranty
insurers.”
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Derivatives Counterparties

Credit derivatives, such as credit default swaps (CDS), represent another vehicle for
transferring mortgage credit risk. In a CDS, the “purchaser” buys credit protection from the “seller”
relating to an underlying reference asset or pool of assets. In exchange for premiums paid by the
purchaser, the seller agrees to compensate the purchaser for certain losses it an agreed upon “credit
event” occurs.

While not historically regulated as one, a CDS 1s functionally an insurance product, and its
terms can be structured to resemble pool mortgage insurance. Therefore, the main distinction
between PMI and CDS 1s the nature of the counterparty. Historically, any party could provide credit
protection in an uncleared CDS, so long as it found a willing purchaser and met certain investor-
protection-oriented “eligibility” standards. This was, of course, the main deficiency of CDS
compared to pool mortgage insurance; unlike PMIs, many CDS sellers have been essentially
unregulated. Even where the effective protection seller was a regulated bond insurer, the special
purpose entity (SPE) serving as the legal counterparty could prove unreliable. Ditferences in
counterparty regulation, such as capital and reserve requirements, as well as the existence of
completely unregulated counterparties, have made credit derivatives a less reliable alternative to
PMI, especially during severe tail risk events associated with the housing market.

Under the Dodd-Frank Act, many CDS will be subject to a central clearing requirement, in
which case the central counterparty will impose credit standards and collateral requirements on the
seller. At present, the derivatives market has not constructed a framework of minimum
counterparty standards comparable to the state regulatory framework tor PMIs. Given the identities
and histories of the institutions responsible for creating the new CDS clearing framework, it seems
unlikely that the regulatory framework for central CDS counterparties will resemble the framework

applicable to PMIs. Thus, although we cannot yet compare the two sets of solvency and liquidity
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standards, we teel reasonably confident in predicting that they will be different from each other,

notwithstanding the strong similarity between the two regulated product sets.

C. Government Insurance

Among the various alternatives to PMI, government mortgage insurance ofters the closest
comparison. FHA and VA mortgage insurance programs in particular provide significant
competition for PMIs.”> But important differences between the government and private insurance

programs exist along multiple dimensions, including:

e [Eligible borrowers;

e [LEligible lenders;

e [Dxtent of coverage;

e Minimum down payment;

e Premium cost and timing of required payments;
e Size and structure of eligible loans;
¢ Underwriting standards;

e Processing time;

e [LEligible properties;

e Statutory capital requirements;

e Loss mitigation activities; and

e Authority to rescind coverage.

” The Rural Housing Service and several states also sponsor mortgage insurance programs, although
these are much smaller in scale. See Johnstone, “Private Mortgage Insurance,” 784 n. 4.
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mission to government insurers renders them powertul tools for advancing specitic social objectives
that PMIs cannot profitably address.”

This points toward a second, equally basic, difference: obligations of the government
insurers are backed by the full faith and credit of the United States. This has important implications
tor the role of government insurance in the housing tinance system. In light of recent experiences
with the GSEs’ “implicit” guarantee, it almost goes without saying that an explicit federal
government guarantee puts taxpayer funds at risk. This factor alone may provide a reason to avoid
unnecessary reliance on government insurance in segments ot the market where PMI thrives. But it
also points to an important comparative strength of government mortgage insurance. As discussed
in section V.c., many PMIs were forced to scale back new business drastically in the 1980s and to
some extent again recently due to high loss exposures and looming capital constraints (among other
tactors). 'Though large contingency reserves enable PMIs to continue paying claims in highly
adverse economic scenarios, they do not always permit PMIs to continue incurring additional risk.
In these circumstances, the government insurers, particularly the FHA, can step in to absorb the
additional risk and smooth out the bottom of the cycle.

This occurred in the 1980s and again today. In 1984, PMIs had three times the market
share, measured by number of nsured mortgages, as the FHA. But by 1987, the FHA had well over
twice the market share as the PMIs, which had become capital constrained. By 1992, the PMIs’
market share again surpassed that of the FHA. A similar pattern has begun to emerge over the past

several years. In 2008, the PMIs again had three times the market share as the FHA.” But today the

” For a detailed discussion of the ways in which differences in insurance coverage between private
and government insurers reflect the different purposes and financial realities faced by these players,
see Rapkin et al., The Private Insurance of Home Mortgages: a Study of the Mortgage Guaranty Insurance
Corporation, 46.

” See Dwight Jaffee and John Quigley, “Housing Policy, Subprime Mortgage Policy, and the Federal
Housing Adminstration” (University of California, Berkeley, August 2007), 16,
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To the extent a countercyclical role for the government in the mortgage insurance market 1s
considered desirable, direct provision of mortgage insurance by the government is only one of
several options. In Canada, for example, PMIs may secure government reinsurance, for a premium,
against 90% of their risk-in-force. Under this arrangement, the Canadian government pays out only
it the primary insurer becomes insolvent. From the perspective of mnsured mortgage lenders and
investors in Canadian mortgage instruments, the additional security against insurer credit risk
provided by the government reinsurance facilitates more favorable regulatory capital treatment for
insured assets (Ze., a 0% sovereign risk weighting, rather than a higher private counterparty risk
weighting, applies to the reinsured portion of the asset), which itself retlects the added safety of the
insurance. From the primary insurer’s perspective, the government backstop potentially expands its
customer base without fundamentally altering its risk tolerance; because the government backstop 1s
triggered only after the primary insurer fails, moral hazard 1s minimized.

Alternatively, the government could provide catastrophic coverage structured as traditional
excess-of-loss reinsurance to PMIs. This alternative might further reduce cyclicality in the mortgage
insurance industry by absorbing losses and preserving additional underwriting capacity for primary
insurers on a going-concern basis. On the other hand, a greater degree of government supervision
of primary insurers may be necessary to compensate for the moral hazard inherent in excess-of-loss
reinsurance. While a full comparison of different options for public/private risk sharing is beyond
the scope of this paper, these examples illustrate that a system of separate and competing public and

private insurers is far from the only option.
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VII.  Conclusion

In describing the role of PMIs in the U.S. housing finance system, this report has considered
the nature and varieties of PMI, their market justifications, the relevant regulatory tramework, and
the relationship between PMI and other forms of mortgage credit risk mitigation or avoidance.
While the report does not focus on policy options for the future, it provides relevant information
and concepts for those considering the role that PMIs should play. Two key points should be kept
in mind. First, high-L'TV mortgage lending 1s relatively risky, and by assuming these risks, mortgage
insurance enables more lenders and investors to supply capital for these mortgages. Second, PMIs
are subject to distinctive regulatory requirements designed to ensure that they withstand Depression-
level housing market scenarios. Other financial institutions might not be similarly equipped to
manage long-tail mortgage detault risk.

Because PMIs are so heavily reliant on GSE purchasing standards, they have a strong
interest in the outcome of GSE reform. But the PMIs’ business model pre-dated their role in
insuring agency-related mortgages, and PMIs continue to offer credit protection on lender-retained
loans and private label securitizations. That said, government requirements and incentives for the
purchase of PMI help PMIs avoid adverse selection problems. To the extent policymakers desire to
encourage or mandate use of PMI in the future, many options exist. For example, primary mortgage
insurance coverage commonly extends to 25%-30% of a given claim, but other levels of coverage
are possible. In addition, while traditional reinsurance is not generally available for PMlIs, a
government reinsurance backstop could be one means of providing stability in a severe housing

Crisis.
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Genworth
Financial

Prevention Scorecard .

State-by-State Trends in Homeowner Assistance

12 Months Ending December 31, 2010 0410vs. Q409
Total Value of : % Of Average Mortgage Total Value of

Mortgages : #0f : Homes : Amount Saved : Leading City : Mortgages Saved : % Increase

State Saved (State) : Workouts : Rescued : Per Retention Workout: for Workouts : (Leading City) : in Workouts
California $777,024509 © 3125 - 80% . $310,313 - LosAngeles © $24,276,921 ©  215%
‘Florida $627,003,994 @ 4349 - 71% $203,904 . Miami : $62,140972 :  83%
lllinois $435,790,963 @ 2462 91% $194,116 Chicago : $110,349.881 : 167%
New York $373,498,109 1,528 92% $264,330 : Bronx  : $23,083953 :  146%
‘Georgia $333260,063 @ 2137 : 93% $167,048 ~ Lawrenceville :  $25746,390 130%
Arizona $321,173,235 © 1,929 @ 7R% $213,546 Phoenix : $67,611,551 : 113%
‘New Jersey $301,800,219 : 1,226 N% $269,705 - JerseyCity :  $7,146284 ©  148%
‘Texas $276,865254 © 2113 : 94% $138,849 - Houston : $36027,469 54%
North Carolina  $220,318504 @ 1483 @ 95% $156,254 Charlotte @ $34,359,178 |  94%
Maryland $211,953285 © 83 © 90% $280,733 : Baltimore : $18,639,824 : 126%
$6.621524.897 39211 86% $195556 nfa n/a © o 100%

Genworth Closes Year Helping Save Nearly National Workout Types in 12 Months

$7 Billion in Mortgages and Almost 40,000 Families | Ending December 2010 (Percentage of Total)
from Foreclosure through Prevention Efforts

Repayment Flan Deed In Lieu / Other Non-Cure

In 2010, Genworth Financial helped save more than $6.6 billion in ShortSale  12% / 1%
mortgages from foreclosure — setting a new company high for foreclo- 13% o /
sure prevention efforts. The company, working with lenders and loan X HAMP
servicers, completed nearly 40,000 workouts enabling 86 percent of ; 37%
these borrowers to keep their homes. On average, $195,556 was saved Loan '
per workout nationally. Motiification \ Other Cure

36% 1%

Key findings for the 2010 Scorecard: -
Top 20 Leading Cities for Mortgage Dollars Saved

¢ Collectively, the top 10 states accounted for 51 percent of

3 ; i . Leading City Total Value Leading City Total Value
workouts na!tnonwnde. One in ten mortgages saved were in the P A of Mortgages T et of Mortgages
state of Florida.

* California accounted for 12 percent ($777,024,509) of total Chicano, IL $110,349,881 - Lawrenceville, GA  $25,746,390
mortgage dollars saved nationally. lasVenas, NV $82,152540 . [los/Angeles, CA  $24,276,921
¢ Chicago, Las Vegas, Phoenix, Miami and Orlando topped the Phoenix, AZ $67.611551 © | 'Bronx NY $23,083,953
;:a"s f°'t""f";gage ‘:::'a's _s":‘";d "“tl'(‘"l'l:'y‘ - Miami, FL $62,140972 ©  [Bakersfield, CA  $22,932,656

o 86 percent of Genworth-assisted workouts were “retentions : : : -
(or, cures) meaning the borrower was able to keep their home Briandozh $4281,002 :  ERhiladelahia, A~ $22,869,784
and become current on their mortgage payments. Houston, TX $36,027,469 : | Statenlsland, NY ~ $21,972,053
Charlotte, NC $34,359,178 Brooklyn, NY $21,577,974
Tucson, AZ $31,735,804 - [ Albuquerque, NM  $19,574,393
Jacksonville, FL $31,279,383 Gilbert, AZ $19,487,312
For more information, visit www.genworth.com/Scorecard. Mesa, AZ $29688 534 Sacramento, CA $19.349,248

*Data from all 50 states available upon request.
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Workout Types 2l

" Regayment Plan
A horrower makes scheduled payments toward the delinquent amount of the loan in addition to the regular payments
to bring the loan current

| HomeSaver Advance™

Funds are loaned to the borrower by the investor to bring the loan current

" Loan Modification

A borrower brings the loan current by adding past-due amounts to the unpaid principal balance and possibly changing one or
more of the terms of the original loan to make the payment more affordable

| HomeAffordable Modification Program

A'loan modification offered through the Federal Government’s Home Affordable Madification Program with specific terms,
conditions and requirements

~ Deed-in-Lieu of Foreclosure

Ahorrower turns over the title of the property to the lender to avoid foreclosure

| Short Sale

A borrower avoids foreclosure by selling the property, even when the home’s market value is less than the total amount owed

~ Total Value of Mortages Saved (State)
The total value of mortgage loan balances saved in each state from January 1, 2010 to December 31, 2010
L] iﬁhn’ﬁier;;of Workouts

The number of delinquent homeowners assisted by Genwarth and its lender partners in each state from January 1, 2010 to
December 31, 2010

% of Homes Rescued
The percentage of cures for assisted borrowers who were brought current on their loans and able to keep their homes
‘Average Mortgage Amount Saved Per Retention Workout
The average loan balance saved per workout in each state from January 1, 2010 to December 31, 2010
‘Total Value of Mortgages Saved (Leading City)
The total value of mortgage loan balances saved in each leading city from January 1, 2010 to December 31, 2010
\Leading City for Workouts
The city in each state with the most Genworth-assisted workouts from January 1, 2010 to December 31, 2010
"% Increase in Workouts

The percentage increase in the number of delinquent homeowners Genwaorth assisted in the fourth quarter of 2010,
as compared to the fourth quarter of 2009

HomeSaver Advance™
is a trademark of
Fannie Mae.

This report reflects statistical data and the various workout options being used by lenders, loan servicers and companies
like Genworth to help keep people in homes and avoid foreclosure.

Data from all 50 states available upon request. For more information, visit www.genworth.com/Scorecard.
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MORTGAGE GUARANTY INSURANCE MODEL ACT
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Section 1. Title
This chapter may be cited as the Mortgage Guaranty Insurance Act.
Section 2. Definitions

The definitions set forth in this article shall govern the construction of the terms used in this
chapter but shall not affect any other provisions of this code.

A, “Mortgage guaranty insurance” is:

(1) Insurance against financial loss by reason of nonpayment of principal, interest or other
sums agreed to be paid under the terms of any note or bond or other evidence of
indebtedness secured by a mortgage, deed of trust, or other instrument constituting
a lien or charge on real estate, provided the improvement on such real estate is a
residential building ora condominium unit or buildings demgned for occupancy by not
more than four families.

2 _Insurance against financial loss by reason of nonpayment of principal, interest or other
sums agreed to be paid under the terms of any note or bond or other evidence of
indebtedness secured by a mortgage, deed of trust, or other instrument constituting
a lien or charge on real estate, providing the improvement on such real estate is a
building or buildings designed for occupancy by five (5) or more families or designed -
to be occupied for industrial or commercial purposes.

{(3) Insurance againstfinancialloss by reason of nonpayment of rent or other sums agreed
to be paid under the terms of a written lease for the possession, use or occupancy of real
estate, provided the improvement on such real estate is a building or buildings
designed to be occupied for industrial or commercial purposes.

B. “Authorized real estate security” for the purpose of this chapter means an amortized note,
bond or other evidence of indebtedness, not exceeding ninety-five percent (35%) of the fair
market value of the real estate, secured by a mortgage, deed of trust, or other instrument
which constitutes, or is equivalent to, a first lien or charge on real estate; provided:
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(1) The real estateloan secured in such manner is one of a type which a bank, savings and
loan association, or an insurance company, which is supervised and regulated by a
department of this state or any agency of the federal government, is authorized to
make, or would be authorized to make, disregarding any requirement applicable to
such an institution that the amount of the loan not exceed a certain percentage of the
value of the real estate.

(2} Theimprovement on such real estate is a building or buildings designed for occupaney
as specified by Subsections A{1) and A(2) of this section.

(3) The lien on such real estate may be subject to and subordinate to the following:

{a) The lien of any public bond, assessment or tax, when no installment, eall or
payment of or under such bond, assessment or tax is delinquent.

(b) Outstanding mineral, oil, water or timber rights, rights-of-way, easements or
rights-of-way of support, sewer rights, building restrictions or other restrictions or
covenants, conditions or regulations of use, or ouistanding leases upon such real
property under which rents or profits are reserved to the owner thergof.

C. “Contingency reserve” means an additional premium reserve established to protect
policyholders against the effect of adverse economic cycles.

Section 3. Capital and Surplus

A mortgage guaranty insurance company shall not transaet the business of mortgage guaranty
insurance unless: if a stock insurance company, it has paid-in eapital of at least one million dollars
($1,000,000) and paid-in surplus of at least one million dollars ($1,000,000), or if a mutual
insurance company, a minimum initial surplus of two million dollars ($2,000,000). Astock company
or a mutual company shall at all times thereafter maintain a minimum policyholders’ surplus of
at least one million five hundred thousand dollars ($1,500,000).

Section 4. Insurer’s Authority to Transact Business

No mortgage guaranty insurance company may issue policies until it has obtained from the
commissioner of insurance a certificate setting forth that fact and authorizing it to issue policies.

Section 5. Geographic Concentration

Amortgage guaranty insurance company shall not insure loans secured by a single risk in excess
of ten percent (10%) of the company’s aggregate capital, surplus and contingency reserve.

No mortgége guaranty insurance company shall have more than twenty percent (20%) of its total
insurance in force in any one Standard Metropolitan Statistical Area (SMSA), as defined by the
United States Department of Commerce.

The provisions of this section shall not apply to a2 mortgage gnaranty insurance company until it
has possessed a certificate of authority in this state for three (3) years.

Section 6. Advertising

No mortgage guaranty insurance company or any agent or representative of a mortgage guaranty
insurance company shall prepare or distribute or assist in preparing or distributing any brochure,
pamphlet; report or any form of advertising to the effect that the real estate investments of any
financial institution are “insured investments,” unless the brochure, pamphlet, report or adver-
tising clearly states that the loans are insured by mortgage guaranty insurance companies
possessing a certificate of authority to transact mortgage guaranty insurance in this state or are
insured by an agency of the federal government, as the case may be.
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Section 7. Investment Limitation

A mortgage guaranty insurance company shall not invest in notes or other evidences of
indebtedness secured by mortgage or other lien upon real property. This section shall not apply to
obligations secured by real property, or contracts for the sale of real property, which obligations or
contracts of sale are acquired in the course of the good faith settlement of claims under policies of
insurance issued by the mortgage guaranty insurance company, or in the good faith disposition of
real property so acquired.

Section 8, Coverage Limitation

A mortgage guaranty insurance company shall limit its coverage net of reinsurance ceded to a
reinsurer in which the company has no interest to 2 maximum of twenty-five percent (25%) of the
entire indebtedness to the insured or in lieu thereof, a mortgage guaranty insurance company may
elect to pay the entire indebtedness to the insured and acquire title to the authorized real estate
security.

Section 9. Mortigage Guaranty Insurance as Monoline

A, A mortgage guaranty insurance company which anywhere transacts any class of insur-
ance other than mortgage guaranty insurance is not eligible for the issuance of a certificate
of authority to transact mortgage guaranty insurance in this state nor for the renewal
thereof.

B. A mortgage guaranty insurance company which anywhere transacts the classes of
insurance defined in Section 2A(2) or 2A(3) is not eligible for a certificate of authority to
transact in this state the class of mortgage guaranty insurance defined in Section 2A(1);
provided, hewever, a mortgage guarantee insurance company which transacts a class of
insurance defined in Section 2A may write up to five percent (5%} of its insurance in force
on residential property designed for occupancy by five (5) or more families.

Section 10. Underwriting Discrimination

A. Nothing in this chapter shall be construed as limiting the right of any mortgage guaranty
insurance company to impose reasonable requirements upon the lender with regard to the
terms of any note or bond or other evidence of indebtedness secured by a mortgage or deed
of trust, such as requiring a stipulated down payment by the borrower. '

B. Nomortgage guaranty insurance company may discriminate in the issuance or extension
of mortgage guaranty insurance on the basis of the applicant’s sex, marital status, race,
color,__creed or national origin.

C. No policy of mortgage guaranty insurance excluding policies of reinsurance, shall be
written unless and until the insurer shall have conducted a reasonable and thorough
examination of (1) the evidence supperting credit worthiness of the borrower, and (2) the
appraisal report reflecting market evaluation of the property and shall have determined
that prudent underwriting standards have been met.

Section 1i. Policy Forms and Premium Rates Filed

A. All policy forms and endorsements shall be filed with and be subject to the approval of the
commissioner. With respect to owner-occupied, single-family dwellings, the mortgage
guaranty insurance policy shall provide that the borrower shall not be liable to the
insurance company for any deficiency arising from a foreclosure sale.

B. Inaddition,each mortgage guarantyinsurance company shall file with the department the

rate to be charged and the premium including all modifications of rates and premiums to
be paid by the policyholder.
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C. Every mortgage guaranty insurance company shall adopt, print and make available a
schedule of premium charges for mortgage guaranty insurance policies. Premium charges
made in conformity with the provisions of this chapter shall not be deemed to be interest
or other charges under any other provision of law limiting inferest or other charges in
connection with mortgage loans. The schedule shall show the entire amount of premium
charge for each type of mortgage guaranty insurance policy issued by the insurance
company.

NOTE: Open rating states may delete a portion or all of this provision and insert their ov 1 rating law.

Bection 12. Outstanding Total Liability

Amortgage guaranty insurance company shall not at any time have outstanding a total liability,
net of reinsurance, under its aggregate mortgage guaranty insurance policies exceeding twenty-
five (25) times its capital, surplus and contingency reserve. In the event that any mortgage
guaranty insurance company has outgtanding total liability exceeding twenty-five (25) times its
capital, surplus and contingency reserve, it shall cease transacting new mortgage guaranty
business until such time as its total Hability no longer exceeds twenty-five (25) times its capital,
surplus and contingency reserve. Total outstanding Hability shall be caleculated on a consclidated
basis for all mortgage guarantee insurance companies which are part of a holding company system.

Section 13. Rebates, Commissions and Charges

A. A mortgage guaranty insurance company shall not pay or cause to be paid either directly
or indirectly, to any owner, purchaser, lessor, lessee, mortgagee or prospective mortgagee
of the real property which secures the authorized real estate security or which is the fee
of an insured lease, or any interest therein, or any person who is acting as an agent,
representative, attorney or employee of such owner, purchaser or mortgagee, any commis-
sion, or any part of its premium charges or any other consideration as an inducement for
or as compensation on any mortgage guaranty insurance business.

B. In connection with the placement of any mortgage guaranty insurance, a mortgage
guaranty insurance company shall not cause or permit any commission, fee, remunera-
tion, or other compensation to be paid to, or received by any insured lender or lessor; any
subsidiary or affiliate of any insured; any officer, director, or employee of any insured or
any member of their immediate family; any corporation, partnership, trust, trade associa-
tion in whick any insured is a member, or other entity in which any insured or any such
officer, director, or employee or any member of their immediate family has a financial
interest; or any designee, trusiee, nominee, or other agent or representative of any of the
foregoing.

C. No mortgage guaranty insurance company shall make any rebate of any portion of the
premium charge shown by the schedule required by Section 11C. No mortgage guaranty
insurance company shall quote any rate or premium charge to any person which is
different than that currently available to others for the same type of coverage. The amount
by which any premium charge is less than that called for by the current schedule of
premium charges is an unlawful rebate,

D. The commissioner may, after notice and hearing, suspend or revcke the certificate of
authority of any mortgage guaranty insurance company, or in his diseretion, issue a cease
and desist order to any mortgage guaranty insurance company which pays any commission
or makes any unlawful rebate in willful violation of the provisions of this chapter. In the
event of the issuance of a cease and desist order, the commissioner may, after notice and
hearing, suspend or revoke the certificate of authority of any mortgage guaranty insurance
company which does not comply with the terms thereof.
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Section 14. Compensating Balances Prohibited

Except for commercial checking accounts and normal deposits in support of an active bank line of
credit, a mortgage guaranty insurance company, holding company or any affiliate thereof is
prohibited from maintaining funds on deposit with the lender for which the mortgage guaranty
insurance company hasinsured loans. Any deposit account bearinginterest at rates lessthan what
is currently being paid other depositors on similar deposits or any deposit in excess of amounts
insured by an agency of the federal government shall be presumed to be an account in violation
of this section. Furthermore, a mortgage guaranty insurance company shall not use compensating
balances, special deposit accounts or engage in any practice which unduly delays its receipt of
monies due or which involves the use of its financial resources for the benefit of any owner,
mortgagee of the real property or any interest therein or any person whe is acting as agent,
representative, attorney or employee of such owner, purchaser or mortgagee as a means of
circumventing any pari of {his section.

Section 15. Conflict of Interest

A If a member of a holding company system, a mortgage guaranty insurance company
licensed to transact business in this state shall not, as a condition of its certificate of
authority, knowingly underwrite mortgage guaranty insurance on mortgages originated
by the holding company system or an affiliate or on mortgages originated by any mortgage
lender to which credit is extended, directly or indirectly, by the holding company system
or any affiliate.

B. Amortgage guarantyinsurance company, the holdingecompany system of whichitis a part,
or any affiliate shall not as a condition of the mortgage guaranty insurance company’s
certificate of authority, pay any commissions, remuneration, rebates orengageinactivities
proscribed in Sections 13 and 14.

Section 16. Reserves
A. Unearned Premium Reserves

A mortgage guaranty insurance company shall compute and maintain an unearned
premium reserve as set forth by regulation adopted by the commissioner of insurance.

B. Loss Reserve
Amortgage guaranty insurance company shall compute and maintain adequate case basis
and other loss reserves which accurately reflect loss frequency and loss severity and shall
include components for claims reported and for claims incurred but not reported, including
estimated losses on:

L Insull‘gd loans which have resulted in the conveyance of property which remains
unsold;

(2) Insured loans in the process of foreclosure;

{3} Insured loans in default for four {4) months or for any lesser pericd which is defined
as default for such purpoeses in the policy provisions; and

(4} Insured leasesin default for four (4) months or for any lesser period which is defined
as default for such purposes in policy provisions.

Contingency Reserve

0

Each mortgage guaranty-insurance company shall establish a contingency reserve out of
net premium remaining (gross premiums less premiums returned to policyholders net of
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reinsurance) afier establishment of the unearned premium reserve. The mortgage
guaranty insurance company shall contribute to the contingency reserve an amount equal
to fifty percent (50%) of such remaining unearned premiums. Contributicns to the
contingency reserve mmade during each calendar year shall be maintained for a period of
one hundred and twenty months (120), except that withdrawals may be made by the
company in any year in which the actual incurred losses exceed thirty-five percent (35%)
of the corresponding earned premiums, and no such releases shall be made without prior
approval by the commissioner of insurance of the insurance company’s state of domicile.

If the coverage provided in this act exceeds the limitations set forth herein, the commis-
sioner of insurance shall establish a rate formula factor that will produce a contingency
reserve adequate for the added risk assumed. The face amount of an insured morigage
shall be computed before any reduction by the mortgage guaranty insurance company'’s
election to limit its coverage to a portion of the entire indebtedness.

Reinsurance

Whenever a mortgage guaranty insurance company obtains reinsurance from an insur-
ance company which is properiy licensed to provide such reinsurance or from an
appropriate governmental agency, the mortgage guaranty insurer and the reinsurer shall
establish and maintain the reserves required in this chapter in appropriate proportionsin
relation to the risk retained by the original insurer and ceded to the assuming reinsurer
so that the total reserves established shall not be less than the reserves required by this
chapter.

Miscellaneous

(1) Whenever the laws of any other jurisdiction, in which a mortgage guaranty insurance
company subject to the requirement of this act, is also licensed to {ransact mortgage
guaranty insurance, require a larger unearned premium reserve or contingency
reserve in the aggregate than that set forth herein, the establishment of such larger
unearned premium reserve or contingency reserve in the aggregate shall be deemed
to be in compliance with this chapter.

(2) Unearned premium reserves and contingency reserves shall be computed and main-
tained on risks insured after the effective date of this chapter as required by Sections
16A and 16C, Unearned premium reserves and contingency reserves on risks insured
before the effective date of this chapter may be computed and maintained as required
previcusly.

Section 17. Regulaiions

The commissioner shall have the authority to promulgate rules and regulations deemed necessary
to effectively implement the requirements of this chapter,

Legislative History {(all references arz lo the Proceedings of the NAIC).

1978 Proc. IT1 15, 17, 647, 686, 747-753 (adopted).
1979 Proe. 1 44, 47-48, 48, 719, 568-363 {corrected).
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Exhibit G
Explanation of Mortgage Insurance Capital Requirements
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Exhibit H
Explanation of Genworth’s Reserving Methodology















Exhibit |

Description of the Statutory Limitations on
Mortgage Insurance Investment and Dividends
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